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Cut write-up time 
—give your clients 
reports that look like this... 


ave you ever found yourself wishing that 
¢ time you spend on client write-up work 
uld be put to better advantage? Would you 
ke to have more time to satisfy the demand 
br professional counseling? There is no rea- 
bn why you cannot, and at the same time, con- 
hue to offer your clients a complete service. 


he Service Bureau Corporation can make 
possible for you to offer accurate, hand- 
omely printed reports while cutting your 
write-up time and costs. Here’s how! Use a 


105664 
10 


punched paper tape adding machine to prove 
your clients’ source documents. Send the tape 
to SBC. At SBC, the punched tape will be 
converted to punched cards. The cards will 
then be fed through high-speed IBM data 
processing machines to run general ledgers, 
balance sheets and operating statements 
ready for release by you to your clients. 

To learn more about the benefits that can 
be yours when you use SBC, call your near- 
est SBC office for literature. : 


he Service Bureau Corporation—a subsidiary of IBM—425 Park Ave., New York 22, N.Y. 
pTHE MOST EXPERIENCED DATA PROCESSING SERVICE IN THE WORLD: 
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Accounting News And Trends 


FINANCING THE SMALL BUSINESS 


‘Financing the Small Business,” No. 
3 in the series Management Services by 
CPAs, published by the AICPA (sub- 
scription price: $10 for 5 bulletins; 
$3.50 a copy), provides material to 
help the CPA become a sort of “public 
treasurer” to small business. Its ob- 
jective is twofold: (1) review the 
financial world in which the clients do 
business, and (2) provide ideas which 
the local CPA may use in advising his 
small business clients where to find and 
obtain money. 

The bulk of this booklet is general 
in nature but there are a number of 
good technical points. In addition, 
there are five case studies which pre- 
sent in detail how certain small busi- 
nesses have used different methods for 
providing the funds necessary for 
growth. Out of many suggestions con- 
tained in these 86 pages, the remarks 
about converting receivables into short- 
term funds might be of particular in- 
terest. 

Statistical studies indicate that the 
cost of accounts receivable financing 
may range from 8 to 24 percent. The 
median typical rate was 14 percent 
and the median highest rate was 16 
percent. The rate will almost always 
be higher for smaller advances. A 
small business must expect to face this 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Membership and is 
active in the National Association of Ac- 
countants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis 
College. He is also professor of taxation at 
the New York Law School. 
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when it asks a finance company for a 
proposal. However, in comparing 
these rates with a straight bank loan at 
6 percent, it should be remembered 
that compensatory bank balances, gen- 
erally of 20 percent of the outstanding 
loan, also make the effective bank rate 
higher. 

Per annum interest of 15 percent 
seems to be a staggering rate to some 





CPAs who presumably would never | 
advise borrowing at such a rate. Per- | 


haps they should reconsider. Research 
into business failures discloses few, if 
any, that are forced out of business by 
interest cost. On the contrary, many 
small businesses have borrowed money 
at 20 percent, made 30 percent on it, 
and have outstanding records of quick 
growth to levels which would never 
have been reached by financing “eco- 
nomically” from retained earnings and 
“character” loans. The records of many 
“growth” companies of the country 
suggest that borrowing cost is never 
too high if the funds can be employed 
to produce profits in excess of the cost. 

Instead of pledging accounts receiv- 
able, the receivables may be sold out- 
right to a factor. Rates charged by 
factors vary but a recent survey showed 
a weighted average typical rate of 6.7 
percent on cash advanced, and a me- 
dian typical factoring charge of 1.5 
percent. Commercial credit companies 
and factors do not limit their services 
to businesses with a large volume of 
receivables. There is no established 
minimum—some commercial financing 
companies place it at $25,000 with 
others still lower, but in each case the 
statement is hedged ‘depending on 
the circumstances.” A recent survey 
showed that 5 out of 19 commercial 
finance companies would consider 
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service, call 
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EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 





loans on receivables to a business do- 
ing less than $75,000 a year in annual 
sales. Fifteen of the companies also 
stated that they would consider pro- 
viding financing to businesses having 
a net worth of no more than $50,000 
and even as low as $10,000. 


REFERRALS BETWEEN CPA FIRMS 


Some pointed comments on the sub- 
ject of referrals between certified public 
accounting firms, especially in the field 
of management services, are contained 
in an item by Jack O. Spring appearing 
in The Texas CPA (May 1960). 

It hardly seems necessary to point 
out that CPAs have one big fear of 
referring engagements to other CPAs 
—that of losing a good client. Un- 
doubtedly, this fear has in many cases 
prevented a client from getting a badly 
needed service. The rules of profes- 
sional conduct are inadequate in this 
respect, at least at the present time. A 
referral must be based on confidence 
and trust. Every CPA must know of 
some other practitioners or firms he 
feels he can trust. And if trust alone 
is not enough, he should insist on an 
agreement, in writing if necessary, that 
the other practitioner will not extend 
the engagement or accept additional 
work without his knowledge and con- 
sent. 

Finally, there must be a definite 
agreement on the arrangements for the 
referral. A draft of such a letter pre- 
pared by a national CPA firm follows: 
Mr. John B. Doe, Partner 
J. B. Doe & Co. 


First and Main Streets 
Anytown, California 
Dear Mr. Doe: 

This letter summarizes the arrangements 
made between our firms OM  ........sc0 in 
connection with the management services 
project referred to us by you for pe 
formance by our firm for your client, 
Dey ener and described in our pro 
posal letter to that company dated ..........00 
which is attached as an addendum to this 
letter. 
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Scope of Engagement 

The scope of this engagement and the 
manner in which it will be performed are 
fully described in the aforementioned ad- 
dendum to this letter. Should the scope of 
this management services engagement re- 
quire expansion or contraction in the 
opinion of our firm and your client, we 
will consult with you prior to making such 
arrangements. In addition, our written re- 
commendations to your client will be re- 
viewed with you prior to their submission 
by us. This is intended to include recom- 
mendations by us to your client for use 
of our firm to accomplish the recommen- 
dations. 

Qualifications of Staff 

The men assigned by us to this engage- 
ment will be management services em- 
ployees of our firm. They will perform this 
engagement under the direction and con- 
trol of a partner of our firm and will 
observe the by-laws and rules of profes- 
sional conduct of the American Institute 
of Certified Public Accountants and the 
California Society of Certified Public Ac- 
countants. All employees assigned to this 
engagement by us will be qualified to per- 
form the work by reason of training and/or 
experience. 

The services of members or employees of 
your firm will be restricted on this engage- 
ment to the following: 

1. Advice and consultation. by members 
of your firm in connection with our find- 
ings and recommendations. 

2. During the course of this engage- 
ment, should we deem it to be in the best 
interests of your client and ourselves to 
utilize the services of employees of your 
firm, we will fully describe the assignment 
to you and the qualifications required and 
will request that you make available per- 
sonnel qualified to perform such assign- 
ment. 

Fee Arrangements 

The fees estimated for this engagement, 
as set forth in the addendum to this let- 
ter, are based upon: 

1. Our estimate of the man hours by 
classification required to complete the en- 
gagement. 

2. Our standard per diem billing rates 
for our personnel and your standard per 
diem billing rates for any of your em- 
ployees who in our opinion should per- 
form a portion of the work. 

In consideration for the services and 
consultation by the members of your firm, 
we agree to pay you a fee in an amount 
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equal 10 ......0:49.. percent of our fees, exclu- 
sive of expense reimbursement, billed to and 
paid by your Client, (........ss0csesssee , for this 
specific engagement. 

We thank you for referring your client 
to us and, for your convenience in con- 
firming the arrangements described herein, 
are enclosing a copy of this letter which 
you might sign and return to us. 


Very truly yours, 
A. B. Roe & Co. 
A. B. Roe, Partner 
ACCEPTED 
Firm 


UNIFORM STANDARDS 
FOR CPA BOARDS 


The Association of CPA Examiners 
has inaugurated a newsletter to keep 
its members informed of developments 
and stimulate thought on subjects of 
interest to the Examiners. The first 
newsletter contains this statement from 
P. K. Seidman, the Association’s presi- 
dent, concerning one of the current 
objectives. 

“One project which, undoubtedly, 
will get much attention this year covers 
uniform standards among the Boards. 
It is surprising how much uniformity 
is possible within the framework of 
present accountancy laws—we intend 
to publicize these areas. A profession 
which has achieved a uniform CPA 
examination and a uniform grading 
system of the CPA examination, should 
be able to find uniformity in such areas 
as: 

1. Conditioning of candidates. 

2. Exchange of credits where can- 
didate changes residence. 

3. Reciprocity and universal rec- 
ognition of the CPA certificate. 

4. Designation and recommendation 
of Board appointments. 

5. Adoption of a uniform candi- 
date’s application form. 

6. Applicant’s fees. 

“These are just a few where the 
Board has complete jurisdiction. I am 
sure there are many others. Yet, if we 


can achieve uniformity in these areas 
alone, we shall have come a long way, 
It can be done with your assistance, 
Why not write secretary, Tom Leland 
at F.E. Box 267, College Station, 
Texas, your ideas. We will do the 
rest.” 


MANAGEMENT SERVICES AND 
CONTINUING EDUCATION 


The Management Service Committee 


of the Illinois Society of CPAs has is- 
sued its first bulletin (April 1960) and 
established the method through which 
it will seek to discharge its responsi- 
bilities. This Committee was formed 
for the purpose of reviewing all aspects 
of management service by CPAs and of 
disseminating information as to this 
phase of professional activity. It does 
not intend to duplicate any efforts of 
the AICPA but desires to develop an 
educational program to assist the Illi- 
nois Society members in becoming bet- 
ter qualified to render management 
service for their clients. 

In the first phase of this operation, 
the Committee has decided to limit its 
efforts to the subject of budgeting 
which, since it involves techniques used 
in both large and small businesses in 
all types of industries, appears to be 
an area of management service in 
which most members would be inter- 
ested. 


A REMINDER FOR NEW YORK CPAS 


Members of the State Society are 
reminded that all CPAs in the State 
should register every other year with 
the State Education Department and 
pay the $6 filing fee. If you have not 
received the registration form from 
the Department by August 1, 1960, 
you should write to the State Board of 
Certified Public Accountant Examit- 
ers, 23 South Pearl Street, Albany 7, 
N. Y. Your present registration ¢x- 
pires on August 31, 1960. 
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THE FEDERAL INCOME TAX 
VIEWED AS A SALES TAX 


When the federal income tax law 
was first enacted, it applied to only a 
few wealthy individuals, taxed them at 
insignificantly low rates, presented few 
collection problems, and was politically 
expedient. Today the income tax law 
retains none of its original virtues. 
Serious tax practitioners are beginning 
to question whether we are now suffer- 
ing with a revenue-raising device that 
is no longer suited to our economic 
way of life. 

The true impact of the income tax 
is understood by relatively few. The 
taxpayer does not bear the burden 
of the tax. The tax is, rather, borne 
by all consumers according to how 
much they buy. To many, this will be 
a novel concept, challenging credulity. 
But a little searching thought will soon 
establish the principle. 

Certainly, the corporation income 
tax is treated by all accountants as a 
business expense, and no one doubts 
that it is passed on to the corporation’s 
customers. Corporations do not earn 
less because of high tax rates—they 
earn more. Similarly, unincorporated 
businesses pass on their income tax 
burden. They could not survive other- 
wise. Even we accountants are keenly 
aware of the income tax cost when 
establishing a fee, undertaking a new 
engagement, or relinquishing an old 
engagement. 

To those whose incomes are from 
salaries and wages, the principle is no 
less applicable. The corporation officer 
who receives a salary of $500,000, 
pays income taxes of $400,000, and is 
left with $1U0,000, is forced to live in 
a make-believe world. He does not 
earn $500,000; he earns $100,000. He 
does not pay a $400,000 tax; his 


Letters to the Editor 


employer must pay it so that he may 
have the $100,000. The employer, of 
course, adds the tax to the price of his 
products. The small wage earner is 
more realistic. He looks only to his 
take-home pay and usually does not 
even know what taxes are withheld; 
and rightly so, since it is not his 
money. 

Neither do the recipients of interes 
and dividends bear the income tax on 
those forms of income. The rate of 
interest and the rate of dividend con- 
template that a portion will need to 
be remitted to the taxing authorities, 
and the rates are established accord- 
ingly. That is why, for instance, tax- 
able bonds pay more than do tax- 
exempt bonds. When the after-tax 
yield of dividends falls below a fair 
return on investment, the paying cor- 
poration must increase the dividend, 
else the corporation will be unable to 
raise equity capital. The income tax 
on both dividends and interest is thus 
paid by the payers of the dividends 
and interest and is in turn borne by 
their customers. 

Once we recognize that our income 
tax is, in its effect, a sales tax, we are 
led to question why we persist in ad- 
ministering it as an income tax. Let's 
call it a “transactions tax” and levy it 
on all business gross receipts. We 
immediately eliminate the whole indi- 
vidual income tax structure. Millions 
of non-business taxpayers would be 
spared the effort, expense and worty 
of filing tax returns. 
organizations would file tax reports. 


Our endless quest for equitable tat | 
treatment may end. No more loop- | 
holes to be plugged. Different classes | 
of taxpayers may stop vying with each | 


other for favored treatment. The tat 
base can be defined clearly and with 
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certainty. Enforcement dwindles to a 
small fraction of its present cost. Leg. 





islators need concern themselves with 
only the amount of revenue needed and 
the rate of tax required to produce 
that revenue. All this can be accomp- 
lished without material change in any 
individual’s standard of living. 
Max L. Norcuick, CPA 

(Norchick & Lubin) 

New York, N. Y. 


TIME-SAVING TECHNIQUES 


Too often, CPAs spend a great deal 
of time performing bookkeeping sery- 
ices or compiling routine information 
which can be done less expensively 
by the client’s staff. The waste of 
expensive accounting talent can best 
be remedied by impressing on the 
client the fact that we can render, 
for the fee, more important services 
than record keeping. We can be of 
greater value if we spend more 
time in areas such as management 
counsel, operational analysis, product 
and distribution cost breakdowns, 
financing and budgeting. In an effort 
to render more important professional 
guidance, the following are some 
time-saving techniques which can be 
adopted in many situations and par- 
ticularly on interim audits. 

Basically, the client’s staff should 
be charged with keeping a complete 
set of books and subsidiary ledgers. 
This means that when the auditor be- 
gins his work, he can be assured of 
a posted general ledger, schedules of 
accounts receivable, payables, con- 
missions payable, bank reconciliations, 
etc. 

The bookkeeper should be trained 
to record recurring monthly entries 
substantiated by clear work papers. 
This can be done by setting up mas 
ter schedules at the beginning of the 
year which serve as basis for jour 
nal entries. If we install an insut- 
ance register, depreciation schedules, 
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prepaid expense analysis, etc., the 
monthly writeoff becomes simple to 
develop. 

We should introduce these tasks to 
the bookkeepers at a gradual pace. 
Thus, after the aforementioned have 
been accepted and mastered, we can 
teach them to make monthly accruals 
for payroll taxes and workmen’s com- 
pensation insurance, setting up pay- 
roll accounts on an accrual basis and 
preparing quarterly payroll and sales 
tax returns. 

The independent auditor will save 
time if he is handed a complete trial 
balance which can be checked for ac- 
curacy rather than have to prepare his 
own. The chart of accounts should 
be organized in the same order as 
figures appear on the financial state- 
ments. Trial balances should be 


segregated into major statement clas-- 


sifications so as to reduce the time 
needed to localize a possible error. 

Bookkeepers should be taught how 
to maintain running analyses for ac- 
counts such as fixed assets, loans re- 
ceivable, travel and entertainment, and 
repairs and maintenance. 

When auditing vouchers, a good 
deal of time can be saved if we are 
handed the vouchers for the period 
under review in the same sequence 
as they were entered rather than dig 
them out of paid, unpaid or other 
files. Similarly, a schedule of accrued 
items should be available with sup- 
porting vouchers attached. 

Quite often the CPA includes statis- 
tical information in financial reports. 
There is no reason why we should not 
do our utmost to have the data accum- 
ulated by the client’s staff. Analysis of 
sales by salesmen, mix, territory, gross 
Profit line and breakdown of commis- 
sions along similar lines are well 
within the scope of the client’s clerical 
force, 

In setting up work sheets, spread 
sheets should be used so that the same 


headings might be used for a number 
of months. Adjusting entries should 
be posted with a colored pencil in 
the same columns as the trial balance, 
permitting postings to be made di- 
rectly to the financial statements. The 
laborious extensions of interim work 
sheets should be dispensed with. 
Where it is not possible to get the 
client to prepare monthly recurring 
entries, time can be saved by estimat- 
ing depreciation, insurance and other 
such expenses. The small differences 
which arise between actual computa- 
tion and estimated amounts are usually 
not worthy of the extra time involved. 

Errors can be reduced and time 
can be saved by copying original 
documents such as leases, contracts 
and minutes on duplicating machines. 
The installation of such aids in the 
accountant’s office is likewise very 
beneficial. Financial statements them- 
selves can be so mechanized that the 
pencil copy of the report is repro- 
duced for the client’s use. As a whole, 
the profession has been overly con- 
servative in rendering statements other 
than in a typed form. Yet, the use 
of Bruning equipment for the repro- 
duction of tax returns has won such 
universal acceptance that we should 
plan to mechanize more of our office 
functions. 

Depending on the quality and wil- 
lingness of the client’s personnel, the 
CPA can work out a program wherein 
routine functions need not be a bur- 
den to him and the time saved can 
be applied to more important areas. 
The quality of the service rendered can 
thus be increased to the mutual bene- 
fit of the client and the CPA. 

ROBERT FREILICH, CPA 
(Edward Isaacs & Company) 
New York, N. Y. 

A “HOW-TO” COURSE ON 

MANAGEMENT ADVISORY SERVICES 

The Committee on Management Ad- 
visory Services of our State Society is 
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A SIGNIFICANT SOURCE OF 
CURRENTLY AVAILABLE 
ACCOUNTING TALENT 


CHIEF FINANCIAL OFFICER 

This executive gentleman is 42 & certified 
in N.Y. and N.J. having had Nat’l pub- 
lic experience. He presently holds down 
comptrollership for a diversified industrial 
with $800 mil. net assets. His background 
includes a full understanding of IBM tab 
and the 650 computer. Other major exp. 
in aircraft. $37,000. 


COMPTROLLER — $15,000 

Age 38. CCNY acctg grad. This gentle- 
man has his strength in heading up medm 
size manufacturing co. comptrols. He en- 
joys a stable upward experience in the 
paper & textile fields. 


BUDGET EXECUTIVE — $10,500 

Age 35, with 10 years to date handling 
problematical situations. He is presently 
Asst Budget Director for a major divrsfd 
corp. supervising the preparation of profit 
planing cast flow statements, capital ex- 
penditures, and operating budgets. 


SYSTEMS ANALYST — $8,000 

Age 29. Expects to graduate from St. Johns’ 
in 1962. He started as a tab operator 
in 1952 and became a tab supervsor in’ 
1955, which position he held with a major| 
mfr. til 1958. In the past 2 years he has 
functioned as a_ systems for a 
major corporation. 


analyst 





OFFICE MGR - RETAIL — $7,800 


Personnel Services, 


50 Church St., New York 
WoOrth 4-8410 


Member 
A.M.A. & Natl. Assoc. of Accountants 
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making arrangements to conduct a 
series of evening seminar sessions on 
management subjects beginning on Sep. 


tember 15, 1960 and continuing for | 


eight consecutive Thursdays through 
November 3, 1960. The sessions will 
be held at the Remington Rand Audi- 
torium, 315 Park Avenue, South, and 
will be limited to 150, the seating ca- 
pacity of the auditorium. The registra. 
tion fee will not exceed $50, and pos. 
sibly will be less than that amount. 

In contrast to the “Orientation 
Course,” which covered the broad, 
general aspects of management serv- 
ices, sponsored last fall by the Com- 
mittee, the proposed course will 
emphasize the “how-to” aspects of 
management advisory services, and the 
lecturers, selected from within the pro- 
fession, will speak from practical ex- 
perience. 

The purpose of this letter is to ad- 
vise Society members who may be 
interested in attending an MAS course, 
that such a course is being prepared 
by the Committee. Details of the sub- 
jects and speakers will be announced 
later when the arrangements are com- 
pleted. 

F. J. SERBEK, CPA 

(F. W. Lafrentz & Co.) 
Chairman, Committee on 
Management Advisory Services 
New York, N. Y. 











BLADES & MACAULAY 
INSURANCE ADVISERS 


2 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N.J. 


Established 1926 
MArket 3-7801 
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GRADUATED RATES FOR TAXES 
AND DEPRECIATION 

Graduated or varying rates for in- 
come taxes and for depreciation could 
be fairer, if our thinking were more 
logical, more scientific, more mathe- 
matical. 

For small corporations which have 
not elected to be taxed under Sub- 
chapter S, the abrupt increase in fed- 
eral tax rate at $25,000 by the im- 
position of a surtax at the one rate of 
22 percent seems unfair. The indi- 
vidual tax rate is graduated up to 91 
percent in twenty-five brackets. How 
many brackets should the ideal corpo- 
ration tax have; would more brackets 
make the individual rate structure 
fairer? 

The ultimate in gradual increases in 
rates would be a bracket for every cent 
of income. Arithmetically, this is not 
difficult. For example, the corporation 
surtax rate could increase from 0 to 22 
percent, as the surtax income increases 
from 0 to $22,000. That is, on any 
amount of surtax income below 
$22,000, the highest surtax rate, in 
percentage, would be 1/1000th of the 
surtax income. The average rate on 
this entire amount of surtax income 
would be half of this high rate. 

The example above is an illustration 
of strictly proportional rates. But, un- 
der the present law, for an unmarried 
individual, the brackets are: (a) 
$2,000 for each bracket as the rates 
increase from 20 percent to 56 percent; 
(b) $4,000 for the 59 percent rate; 
(c) $6,000 each for 62 percent to 72 
percent rates; (d) $10,000 each for 
15 percent to 87 percent; (e) $50,000 
each for rates 89 percent to 90 percent; 
and (f) the excess over $200,000, with 
arate of 91 percent. The graduation 
in rates is more rapid at lower incomes. 
Proportional rates could be used for 
each of the first five brackets. 

Better still would be some method 
of accelerating or decelerating the 

















RETIREMENT 
PLAN FOR 
SALESMEN 


Many firms are under pressure for 
a future security program for its sales 
force. While acknowledging the need 
for a plan, they are hard put to find 
one which offers adequate benefits at 
low cost, and without the commitment 
required in a Treasury-approved plan. 


As a specialist in this field, I have 
developed a concept of employee 
benefit program designed for just this 
situation. It is in successful operation 
with both large and small companies 
from coast to coast. These are some 
of its features: 


Treasury approval is not required. 


Eligibility may be confined to 
hand-picked employees. 


The company may discontinue the 
plan at any time without penalty. 


Company cost is a tax deductible 
business expense. 


Its unusual contributory feature 


cuts company cost way down. 


For full particulars, write or phone 


LAWRENCE GOULD 


25 West 45th Street, New York 36 
CIrcle 6-5303 
Employee Benefit Plans 


Executive Pay Plans 
Business Life Insurance 


MUTUAL BENEFIT 


™LAFE ferrece secunry 
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How much is it 
worth today? 


For more than a half century American 
Appraisal reports have been answering this 
question—in connection with merger, pur- 
chase or sale, condemnation, financing, in- 
surance, or the valuation of stocks of closely 
held companies. 

Each report provides authoritative infor- 
mation about value—supported by detailed 
factual data—interpreted in accordance with 
principles that have stood the test of time. 
Write for more information. 


Since 1896—LEADER IN PROPERTY VALUATION 


The AMERICAN 
APPRAISAL 


Company® 


1 Cedar Street, New York 5 
903 Ellicott Square, Buffalo 3 








Complimentary Advice On 


YOUR INVESTMENTS 


Justin Jacobs 


PETER P. McDERMOTT & CO. 


42 BROADWAY 
NEW YORK 4, N. Y. 
Cea DiIcsy 4-7140 


a > 











Saveon 
BURROUGHS 
SENSIMATICS 


Rebuilt by factory trained experts 
to A-1 Condition. A one year guar- 
antee. A tremendous saving on the 
cost of a new machine. 


Reliable Service 


Aywon Business MACHINES, INC. 
LO 3-0277 and MA 2-2650 (in N. J.) 
1220 Broadway, New York 1, N. Y. 














change in rates. Such a method may 
involve more than simple arithmetic, 
and so may not be suitable (at present) 


for income tax rates; but such q | 


method, if optional, might be suitable 
for depreciation. 

Rapid depreciation, a system of an- 
nually varying rates, is similar to the 
graduated income tax, a system of 
bracket varying rates. The computa- 
tions of the sum-of-the digits method 
could be simplified by the substitution 
of proportional rates. Such a simplifi- 
cation would not eliminate the unfair- 
ness of using a fixed rapidity multiplier 
of approximately 2, regardless of the 
life of the asset. 

To attain fairness, the rapidity mul- 
tiplier could vary logarithmically from 
I for a 1-year-life asset, to 2 for a 10- 
year-life asset, up to 3 for a 100-year- 
life asset. Thus, a 5-year asset would 
have an initial rapidity multiplier of 
1.7 (the increase in life from 1 year to 
5 years gives an increase of .7 in the 
multiplier). A 25-year asset would | 
have an initial rapidity multiplier of 
2.4 (the increase in life from 5 to ¥* 
years gives an increase of another .7 
in the multiplier). Under the logarith- 
mic method, the initial depreciation 
rate for a 5-year asset would be 34 per- 
cent (1.7 x 20 percent); and the initial 
depreciation rate for a 25-year asset 
would be 9.6 percent (2.4 x 4 per- 
cent). 

Even if the depreciation rate is de- 
termined by the remaining life and is 
applied to the remaining value, there 
should not be an abrupt change in rate 
every year. Theoretically, there should 
be a continuously varying increasing 
rate applied to a continuously decreas- 
ing balance. This sounds like a prob- 
lem in calculus. Actually, the formula 
is in terms of logarithms (in scientific 
notation); anyone who once learned 
logarithms could use the formula. Even 
simpler, the table for the theoretically 
correct logarithmic depreciation meth- 
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od could be in form similar to the 
table for the sum-of-the-years-digits 
method; anyone could use such a table. 


Mor Ton S. ConraD, CPA 
(Conrad and Zachary) 
New York, N. Y. 


PROFESSIONAL WRITE-UP 
ENGAGEMENTS 

A write-up engagement may be de- 
fined as a full accounting, auditing and 
tax service performed by a public ac- 
countant for a business client, periodi- 
cally, which includes the recording of 
transactions in the books of original 
entry. 

The following aspects distinguish 
such professional service from book- 
keeping done by an employee of the 
client, bookkeeping services performed 
by free lance bookkeepers, or write-ups 
performed by some non-certified ac- 
countants. 

1. Professional write-ups by CPA 
firms are performed periodically, 
usually monthly, rather than daily, and 
frequently do not include an over- 
whelming proportion of simple routine 
transactions. 

2. They are performed by the CPA 
or a member of his accounting staff 
with an analytical approach and pro- 
fessional judgment in contradistinction 
to the clerical, routine work of a book- 
keeper. 

3. They are coordinated and in- 
tegrated with the monthly or quarterly 
audits and with other professional 
services. 

4. They are performed in conform- 
ity with accepted accounting principles 
and auditing standards. 

5. In professional write-up engage- 
ments complete independence is in- 
sisted upon and maintained by the 
CPA firm. 

In many communities the economic 
existence of CPA practitioners would 
be indeed very difficult, if not impos- 
sible, without some write-up engage- 


ments. It appears, therefore, that pro- 
fessional recognition accorded to other 
engagements of CPAs should be ex- 
tended to professional write-ups. How- 
ever, generally, most of the certified 
public accountants will agree that it 
would be more advantageous for our 
profession if all the CPAs in the 
United States were kept busy and 
prosperous on regular audit engage- 
ments, tax work, and other unchal- 
lenged professional activities. It fol- 
lows, therefore, that we should make it 
our goal to strive toward the curtail- 
ment and, where and whenever pos- 
sible, toward an eventual elimination of 
write-ups from the professional serv- 
ices of certified public accountants. 
The following hints may perhaps be 
helpful to some practitioners: 

1. Strive to diminish the write-up 
work by certain short cuts which would 
reduce the volume to be recorded and 
still retain the completeness of the 
accounting necessary for managerial, 
credit and tax purposes. 

2. It happens very frequently that 
one of the owners of the business is 
sufficiently educated and perhaps has 
some knowledge of bookkeeping. With 
a little coaching he is usually able first 
to keep payroll and petty cash records, 
then record purchases and sales, and 
later record cash receipts and disburse- 
ments and perhaps also do the postings 
to the subsidiary ledgers. Of course, 
the most important task is to induce 
him to do it and get him started. 

3. If a client is neither in a position 
to hire a full-time bookkeeper nor do 
all, or at least part, of the bookkeeping 
work himself, it may be advisable to 
persuade him to hire a part-time or a 
free lance bookkeeper to do all the 
bookkeeping work. As an inducement, 
the client may be offered a modest cut 
in fees or, in lieu of the write-up work, 
some additional professional service. 

JAcK GOLDNER, CPA 
New York, N. Y. 
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— EXPENSE INVENTORY 
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HEAVY ACCOUNTS RECEIVABLE 


Are you standing by to toss the life ring to your client 
when the business seas get rough? If lack of working capita! 
is pulling your client's business down, it’s up to you to come 
to his rescue with advice about Mr. “Meadow Brook’s” revolving 
credit plan for non-notification accounts receivable financing with 
no maturities. DON’T DELAY — DO IT NOW! 


FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
IVanhoe 1-9000 — West Hempstead, New York 





MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
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At the May 1960 meeting of Council of the Ameri- 
can Institute of Certified Public Accountants, two 
recommendations of the Committee on Long-Range 
Objectives were considered. Approval was given to one 
recommendation that, by voluntary agreement, the ac- 
tivities of the state societies and the Institute be coordi- 
nated to the fullest extent possible, with clear delineation 
of respective activities. On the other hand, Council 
disapproved, by 79 to 74 vote, the other recommenda- 
tion that concurrent membership in the Institute and 
state societies be made a requirement as soon as possible. 

At least for the present, concurrent membership 
must be the result of voluntary action. This Page is 
devoted to the need for such action since fully half 
of the membership of the New York State Society of 
CPAs are not members of the Institute. This is in sharp 
contrast to some states, where over 90 percent of the 
membership of the state societies are also Institute mem- 
bers, and the over-all percentage excluding New York 
State of over 85 percent of common membership. 

A look at the record of only some of the matters 
considered at the May Council meeting of the Institute 
points up what the Institute is doing day by day for 
the CPA. 

1. Bulletins on management services to be sent 
to members without charge. 

2. Staff training course to be given this August in 
furtherance of the Professional Development program. 
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3. Courses on practice management, accounting theory 
and auditing practice, tax practice, and management advisory 
services being initiated in two states, their extension depending 
on the results in the initial tries. 

4. A highly desirable pension plan for members which is 
about to be finalized and will be coordinated with any Con- 
gressional enactment such as the Keogh-Simpson bill. 

5. Continued efforts to amend the General Orders in 
Bankruptcy to eliminate requirements that accountants’ fees 
be fixed in advance by courts. 

6. Consideration with Robert Morris Associates of an 
exploratory joint committee to review audit reports to meet the 
problem of substandard audit reports. 

7. An unusually active speakers bureau supplying an im- 
portant need on a wide variety of current professional subjects. 

8. Development of proper emphasis on the economics of 
accounting practice. 

9. Covering over 17,000 members in group insurance, and 
over 4,000 under the CPA plan, at a net annual cost slightly 
over $7.50 per $1,000, with additional benefits available. 

10. Career films pointing up the profession’s advantages 
in personnel recruiting. 

And, from personal participation, I can vouch for the year- 
round activities of the Institute tax committees toward simpli- 
fying and improving the administration of our tax laws and 
removing inequities—truly an Herculean labor. In common 
with other members of the Institute, I have regarded my mem- 
bership for over a generation as an asset to be prized, particu- 
larly in view of the priceless benefits that have accrued to me 
over the years by way of opportunities both to learn and to 
serve, all of which are, incidentally, tax-free. 

I could go on for page after page. The Institute is actively 
working every day for every CPA. My point has been made. 
Every CPA, and in particular every member of the New York 
State Society, owes it to himself or herself to enjoy, to the 
maximum, the fruits of the accounting profession by joining the 
Institute, to bring it to its maximum strength, and to perfect 
its ability to serve and unite the profession. To that end I shall 
be delighted to endorse the application of any member of the 
State Society to join the Institute. 


BENJAMIN GRUND, 
President 
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Recent Developments in New 
York State Tax Legislation 


By PETER ELDER, CPA 


Tue 1960 session of the New York 
State Legislature will probably be re- 
membered for many years—at least as 
far as tax legislation is concerned. It 
appears fair to say that this session was 
responsible for some of the most con- 
structive tax legislation ever enacted 
into law. The purpose of this article is 
to discuss, in summary form, some of 
the more important recent develop- 
ments in New York State tax legisla- 
tion. 





PERSONAL INCOME TAX 
(ARTICLE 22) 

The legislative year 1960 witnessed 
an important milestone in New York 
tax history when Governor Rockefeller 
signed the Wise-Calli legislation. This 
legislation adopts the principle of con- 
formity, thus basing the New York 
State income tax law on that of the 
federal income tax law. Chapter 563 
of the Laws of 1960 added Article 22 
to the New York State tax law, which 
is effective for taxable years ending on 
or after December 31, 1960. Before 
reviewing the provisions of Article 22, 
we would like to call attention to the 
declared purposes of such legislation: 

1. To simplify preparation of state 
income tax returns by taxpayers. 





PETER ELDER, CPA, is chairman of our 
Society's Committee on New York State 
Taxation. Mr. Elder is a member of the 
firm of Peat, Marwick, Mitchell & Co. 


2. To improve enforcement of the 
state income tax through better use of 
information obtained from federal in- 
come tax audits. 

3. To aid interpretation of the state 
tax law through increased use of fed- 
eral judicial and administrative deter- 
minations and precedents. 


MODIFICATIONS OF FEDERAL 
ADJUSTED GROSS INCOME 
(RESIDENT INDIVIDUALS) 

The new law will permit certain tax- 
payers, who satisfy various require- 
ments, to compute their state tax by 
relating it to their federal tax, through 
the use of tables to be issued by the 
State Tax Commission. As for other 
taxpayers, their starting point in de- 
termining taxable income for state pur- 
poses will be their federal adjusted 
gross income. Article 22 provides for 
the following additions to or deduc- 
tions therefrom in arriving at New 
York adjusted gross income. 

Additions 

1. Interest on obligations of any 
other state or their political subdivi- 
sions. 

2. Income from obligations or se- 
curities of any authority, commission 
or instrumentality of the United States 
where such income is exempt for fed- 
eral but not for state purposes. 

3. Income taxes paid to New York 
State or any other taxing jurisdiction 
where such taxes were deducted in de- 
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termining federal adjusted gross in- 
come. An example of this type of 
item, as a general rule, would be for- 
eign taxes paid on dividend income, 
where such dividend income had been 
reported “net” for federal purposes. 

4. Interest on indebtedness which 
was incurred for the purpose of acquir- 
ing obligations or securities, where the 
income therefrom is not subject to state 
tax, to the extent that such interest 
was deducted in determining federal 
adjusted gross income. 

Deductions 

1. Interest income on obligations of 
the United States and its possessions to 
the extent included in federal adjusted 
gross income. 

2. Income from obligations or se- 
curities of any authority, commission 
or instrumentality of the United States 
where such income is taxable for fed- 
eral purposes but exempt from state 
income taxes. 

3. Pensions to employees of New 
York State or its subdivisions and 
agencies where such income was in- 
cludible in gross income for federal 
purposes. 

4. Any gain, arising from the sale 
or other disposition of property, hav- 
ing a higher adjusted basis for New 
York tax purposes than for federal tax 
purposes, to the extent that such gain 
does not exceed the difference in basis. 
However, if the gain was reported as a 
long-term capital gain for federal pur- 
poses, then only 50 percent may be 
deducted. 

5. Whatever amount is necessary in 
order to prevent the taxation of any 
annuity or other income or gain, where 
such income was previously subject to 
tax under Article 16. 

6. Income from obligations or se- 
curities to the extent exempt from in- 
come tax under the laws of New York 
State authorizing the issuance of such 
obligations or securities, but includible 


in gross income for federal income tax 
purposes. 
7. Any refund or credit for over- 


payment of income taxes imposed by | 


New York or any other taxing juris- 
diction, where such amount was in- 
cluded in federal adjusted gross in- 
come. 

Once the New York State adjusted 
gross income has been determined, the 
resident individual taxpayer may either 
deduct a standard deduction or itemize 
his deductions. 


STANDARD DEDUCTION 
(RESIDENT INDIVIDUALS) 


The standard deduction may not ex- 
ceed ten percent of the New York ad- 
justed gross income or one thousand 
dollars, whichever is less. This limi- 
tation also applies to the aggregate 
adjusted gross income of a husband 
and wife filing separate New York re- 
turns, except that the standard deduc- 
tion may be divided between them as 
they may desire. The standard deduc- 
tion may be used even though item- 
ized deductions were taken on the fed- 
eral return. 


ITEMIZED DEDUCTIONS 
(RESIDENT INDIVIDUALS) 


If deductions were itemized for fed- 
eral purposes, the taxpayer may elect 
to itemize deductions for state purposes 
in lieu of the standard deduction. Fur- 
thermore, if one spouse itemizes his 
deductions, the other must do likewise. 
However, either spouse may deduct all 
or part of such itemized deductions, 
as they so elect. This is a very realistic 
provision and should eliminate the in- 
possible problem of determining, for 
example, which spouse paid a charita- 
ble contribution where both spouses 
have income and use a joint checking 
account. It would appear that in this 
area, New York has gone ahead of the 
Federal Government in a constructive 
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approach toward easing the burden of 
the taxpayer in the preparation of his 
return. 

The New York itemized deductions 
have as a starting point the total 
amount of deductions from federal ad- 
justed gross income, subject to the fol- 
lowing deductions from, or addition 
to, the federal total figure. 

Deductions 

1. Income taxes imposed by New 
York State or any other taxing juris- 
diction. 

2. Interest on indebtedness incurred 
for the purpose of acquiring obligations 
or securities, where income therefrom 
is exempt under Article 22. 

Addition. An amount not in excess 
of $150, for net premiums paid or in- 
curred by a taxpayer during the tax- 
able year with respect to any life in- 
surance or endowment policy upon 
his life. 

When a taxpayer has reached this 
point, the balance of the work involved 
in completing the return is quite simple. 
The New York adjusted gross income 
is reduced by the total New York item- 
ized deductions, with the remainder be- 
ing reduced by the credit allowed for 
exemptions. Article 22 continues the 
amount of the personal exemption at 
$600. A husband and wife filing sepa- 
rate returns must deduct their own 
exemption on their individual return. 
After the tax has been computed, the 
taxpayer may deduct therefrom a 
credit of $10 in the case of an indi- 
vidual who is not married, is not the 
head of a household and is not a sur- 
viving spouse, since these individuals 
are entitled to a credit of $25 as are 
a husband and wife filing a joint re- 
turn. In the case of a husband and 
wife filing separate returns, each is en- 
titled to a credit of $12.50. It should 
be noted that credit for taxes paid 
_ states is continued in the new 
aw, 


SOME EFFECTS OF ARTICLE 22 
ON INCOME AND DEDUCTIONS 


Dividends. A taxpayer will now be 
permitted to exclude from income, divi- 
dends received to the extent of $50. 
However, it should be noted that the 
four percent dividend credit allowed 
under federal law is not included in 
the New York law. It will no longer be 
necessary to make an adjustment for 
capital gain dividends since they will 
be taxed as such for both federal and 
state purposes. 

Capital gains. The holding periods 
used for federal purposes will now ap- 
ply for state purposes. Thus, there 
will no longer be a separate computa- 
tion for the capital gains tax. This 
treatment will result in a higher tax 
being paid on capital gains because 
the net gains will be added to the top 
of a taxpayer’s other income, since 
there is no provision for an alternative 
tax computation under the New York 
law. It will now be possible to deduct 
a capital loss, not in excess of a 
$1,000, from ordinary income. 

Subchapter S corporations.  A\l- 
though stockholders of such corpora- 
tions will now be able to report income 
therefrom on the same basis for state 
as for federal purposes, the corpora- 
tion will nevertheless continue to be 
subject to the New York State Fran- 
chise Tax Law. 

Optional standard deduction. The 
taxpayer who itemized business ex- 
penses is no longer denied the privi- 
lege of deducting the optional stand- 
ard deduction. Heretofore, if business 
expenses were itemized, all other de- 
ductions were required to be itemized. 

Depreciation. The use of accele- 
rated rates of depreciation will now be 
allowed as will the 20 percent first- 
year depreciation deduction. This 
change will place the individual on a 
par with the corporation. 
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Charitable contributions deduction. 
The limitations of 20 percent and 30 
percent of federal adjusted gross in- 
come will now apply so that “lost” de- 
ductions should be minimized. 

Medical expenses. The effect of the 
change will in certain instances result 
in smaller deductions since the federal 
basis of computation, 3 percent of ad- 
justed gross income, will apply as will 
the 1 percent limitation on drug ex- 
pense. However, in other instances 
the deduction could increase because of 
the increase in the maximum amount 
allowable as a deduction. 

Bad Debts. In the past, a non-busi- 
ness bad debt was deductible as a 
short-term capital loss for federal pur- 
poses but as an ordinary deduction for 
state purposes. Under the new law, 
such bad debts will now be deductible 
as a short-term capital loss. 


NONRESIDENT INDIVIDUALS 

These individuals will continue to 
be taxed on items of income, gain, loss 
and deduction derived from or con- 
nected with New York sources. These 
sources are defined as arising from the 
ownership of any interest in real or 
tangible personal property in New 
York or from a business, trade, pro- 
fession or occupation carried on in 
New York. The New York adjusted 
gross income will include such items to 
the extent included in federal adjusted 
gross income subject to the same modi- 
fications to gross income as allowed to 
or required of a resident individual. 

The nonresident may elect to use a 
standard deduction or itemize his de- 
ductions, if such deductions were item- 
ized on his federal return. If an elec- 
tion is made to itemize, deduction will 
be allowed only for the following: 


1. Charitable contributions to New 
York or its subdivisions or to any cor- 
poration, trust, etc., organized or 
operated under the laws of New York. 


2. Alimony or separate maintenance 
payments includible in the New York 
adjusted gross income of the recipient, 

3. Casualty losses to real or tangible 
personal property having an actual situs 
in New York. 

4. Deduction for losses, other than 
capital losses, arising from a transac- 
tion entered into for profit in connec- 
tion with property, real or personal, 
having an actual situs in New York; 
except that such losses cannot be con- 
nected with the taxpayer’s trade or 
business. 

5. Any other amounts allowable un- 
der regulations to be issued by the Tax 
Commission other than income taxes 
imposed by New York or any other 
taxing jurisdiction. 

Exemptions continue to be the same 
for these individuals as for resident tax- 
payers. Credit shall be allowed against 
the tax for the tax paid to the state in 
which the taxpayer is a resident, upon 
satisfying certain requirements. 

Nonresident partners will continue 
to be taxed on income arising from 
New York sources. The law states 
that no effect will be given to an allo- 
cation of an item of loss or deduction 
connected with New York sources, if 
greater than the allocation for federal 
purposes, unless the Tax Commission 
authorizes the use of such alternate 
method of allocation. 


ESTATES AND TRUSTS 

For resident estates and trusts, the 
New York taxable income shall be 
the federal taxable income subject to 
a reduction for the New York ex- 
emption which remains at $600, and 
an increase for the federal exemption 
deducted therefrom. Other 


upon local law or the instruments 


creating the estate or the fiduciary. As | 
for nonresident estates and trusts, the | 
same general rules will apply as m™ | 


the case of nonresident individuals. 
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FILING OF RETURNS 
AND OTHER PROVISIONS 

The filing date for all returns con- 
tinues unchanged. It should be noted 
that where a husband and wife filed 
separate federal returns, they must file 
separate Nev York returns. If a joint 
federal return is filed or if neither hus- 
band nor wife filed a federal return, 
they may file a joint New York return 
or may elect to file separate New York 
returns on a single form as long as 
compliance is made with requirements 
of the Tax Commission concerning dis- 
closure of certain information. Under 
such conditions, tax liability of each 
shall be separate. Where a husband or 
wife is a resident and the other is a 
nonresident, separate New York re- 
turns are required, unless both elect 
to determine their joint New York tax- 
able income as if both were residents. 

Where a taxpayer changes his resi- 
dence status during the year, two re- 
turns are required—one for the period 
of residence and one for the period of 
nonresidence. It is still necessary to 
accrue items of income, gain, loss or 
deduction when there is a change in 
status during the year. It should be 
noted that where two such returns are 
required, it is necessary to prorate ex- 
emptions on each return. 

Article 22 continues to require the 
filing of declarations. However, it is 
now possible to file the tax return on 
or before February 15, paying the 
balance of tax in full, in lieu of paying 
the fourth installment due January 15. 
Declarations based on 1961 income 
will be required where the New York 
adjusted gross income other than 
Wages subject to withholding is ex- 
pected to exceed $400 plus exemp- 
tions, 

. The requirement of reporting changes 
in income by the Internal Revenue 
Service within ninety days is carried 
Over to the new law. Sections of Ar- 
ticle 16 relating to penalties, interest 


and additions to tax are incorporated 
by reference in Article 22. 

Article 22, now that it is law, will 
always be the same as the federal law 
since a section of the new law states 
that any term in Article 22 shall have 
the same meaning as when used in a 
comparable context in the laws of the 
United States relating to federal income 
taxes, unless a different meaning is 
clearly required. Thus, as the Internal 
Revenue Code is amended, the New 
York law will be likewise amended. 


CHANGES APPLICABLE TO 1959 


Credits against tax. On January 12, 
1960 the law was amended to allow a 
head of household a $25 credit against 
his New York State income tax. At 
the same time, the definition of a “head 
of household” was added to the statute. 
It should be noted that a married per- 
son not living with his spouse can 
qualify as head of household if he satis- 
fies other requirements. The credit 
applies to taxable years beginning on or 
after January 1, 1959. A $25 credit 
was also extended to a decedent, who 
was married and living with his spouse 
at the date of death, if his surviving 
spouse for the calendar year in which 
the taxable year of the decedent begins 
has no gross income and is not the de- 
pendent of another taxpayer. Credit 
for taxes paid by a resident to other 
states was extended for the calendar 
year 1959 and for fiscal years ending in 
1960. 

Earnings of a minor. The law was 
amended so that in the case of a parent 
the term gross income shall not include 
the income of his child or children. 
Thus, parents will no longer have the 
problem of attempting to determine 
the income of their children for inclu- 
sion in the parent’s tax return. 


DEATH BENEFITS 


Chapter 396 of the Laws of 1960 
amended the law to provide for the 
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exclusion from gross income of 
amounts paid by or on behalf of an 
employer applicable to beneficiaries of 
the estate of a deceased employee. 
The exclusion is limited to $5,000. 


UNINCORPORATED BUSINESS TAX 
(ARTICLE 23) 


The concept of conformity has been 
extended to the unincorporated busi- 
ness tax through the passage of legis- 
lation which added Article 23 to the 
New York State tax law (Chapter 564 
of the Laws of 1960). It is effective 
for taxable years ending on or after 
December 31, 1960. 

The definition of an unincorporated 
business is carried over from prior law 
as are the exemptions concerning in- 
come from certain professions, and 
from holding, leasing or managing real 
property, etc. 


UNINCORPORATED GROSS INCOME 


The starting point in arriving at the 
unincorporated business taxable in- 
come is the gross income of an unin- 
corporated business as reported for 
federal purposes, subject to certain ad- 
ditions to or deductions therefrom, as 
shown below. 


Additions 

1. Interest on obligations of any 
other state and their political subdivi- 
sions. 

2. Income on obligations or securi- 
ties of federal agencies exempt under 
federal law but taxable under New 
York law. 


Deductions 

1. Interest on obligations of the 
United States includible for federal 
purposes but exempt for state pur- 
poses. 

2. Income on obligations or securi- 
ties of federal agencies includible for 
federal purposes but exempt for state 
purposes. 


3. The portion of any gain from the 
sale or other disposition of property 
Having a higher adjusted basis for 
New York purposes than for federal 
purposes on December 31, 1959, or 
on the last day of a fiscal year ending 
in 1960, except that such amount may 
not exceed the difference in basis. 

4. Any amount previously taxed 
under Article 16-A. 

5. Income on obligations or securi- 
ties issued by New York or its sub- 
divisions, which are taxable for federal 
purposes but exempt for state pur- 
poses. 

6. Amount of any refund or credit 
for overpayment of income taxes im- 
posed by New York or other taxing 
jurisdiction to the extent included in 
federal gross income. 


UNINCORPORATED BUSINESS 
DEDUCTIONS 


This amount is determined by start- 
ing with the deductions allowable for 


federal purposes, subject to the follow- | 


ing adjustments: 

1. A contributions deduction is al- 
lowable in the same manner as for cor- 
porations, subject to a 5 percent limi- 
tation, computed without allowance for 
such deduction. 

2. No deduction is allowed for pay- 
ments to a partner for services or the 
use of capital, other than the statutory 
allowances. 

3. No deduction is allowed for in- 
come taxes imposed by New York or 
other taxing jurisdiction. 

4. No deduction is allowed for in- 
terest paid to carry obligations, the 
income from which is exempt from the 
unincorporated business tax. 

5. No deduction is allowed for the 
excess of net long-term capital gain 
over net short-term capital loss; how- 
ever, capital losses shall be treated as 
ordinary losses allowable in full. 
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eral rated taxable income within and with- | ESTATE TAX 
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ig | cutNen York are confined aac the Chapter 367 of the Laws of 1960 
wl for eit services “The sate of tax mnmd te i ? 
agent 4 ae estates of nonresidents shall not be 
” pe gpg ing ge Bo gyre taxable where the estate consists of 
acig are —— real property situated in, and tangible 
tax is $100 or less, a credit for the personal property having an actual 
uri- entire amount is allowed; if the tax is citys in, New York, if the aggregate 
ub- more than $100 but less than $200, value of such property is less than 
eral the amount of the credit is the differ- $2,000. It should be noted that the 
yur- ence between $200 and the tax; if the — effective date of this change is April 
tax exceeds $200, no credit is allowed. 7, 1960. 
edit Tax returns must still be filed on or Chapter 566 of the Laws of 1960, 
im- before the fifteenth day of the fourth effective June 1, 1960, provides that 
cing month following the close of the tax- no deduction will be allowed in deter- 
| in able year of the unincorporated busi- mining the value of the net estate for 
ness. certain expenses (administration, med- 
Chapter 289 of the Laws of 1960 _ ical, etc.) unless it can be shown that 
extended the reduction in the unincor- — such items were not deducted in de- 
porated business tax rate to taxpayers termining the federal or state taxable 
arte for the calendar year 1959 or for income of the decedent or the estate, 
for fiscal years ending in 1960. Thus, a for a taxable year ending on or after 
ow. | teduction of 15 percent on the first | December 31, 1960. 
-al- - 
POf- 
cs ADVANTAGES OF THE NATURAL BUSINESS YEAR 
The point has been made at times that the natural busi- 
yay- ness year is merely a device by which the CPA hopes to 
the stagger his work load and avoid undue bunching at the end 
of the calendar year. It is true that the CPA has much to gain 
lory from the adoption of the natural business year and its universal 
use would do much to assist him in retaining a staff of com- 
in- petent employees and performing more effective work. How- 
C OF ever, in the final analysis, anything is helpful to a CPA only to 
the extent that it is beneficial to his clients. In other words, 
F it is the client who reaps the benefits flowing from the more 
bral efficient work by the CPA and his staff. 
the Efficiency of operation under present day business condi- 
the tions requires all the labor saving methods man can devise in 
order that the efforts of management and labor may be con- 
the centrated on production at the lowest possible cost. One such 
sain method is considered to be the adoption of a natural business 
OW year. 
J as H. Avery RaFuse, “Should the Business Year Coincide with 


the Business Cycle?”, THE ARTHUR YOUNG JouRNAL, April 1960 
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Internal Control for Contractors 


By RICHARD S. Hickok, CPA 


Construction is a hazardous field of endeavor and amongst 
the important contributing factors making for business failure 
are poor accounting controls, inadequate interim financial 
statements and lack of accurate contract cost records. The 
internal control problems of the industry are analyzed within 
two broad classifications: accounting controls which relate 
primarily to safeguarding of assets and maintaining reliable 
financial records; and administrative controls which relate to 


operational efficiency. 


BN the past year the American Insti- 
tute of Certified Public Accountants 
has published two booklets relating to 
accounting principles and auditing in 
the construction industry—Generally 
Accepted Accounting Principles for 
Contractors and Auditing in the Con- 
struction Industry. These booklets, 
available from the AICPA for a nomi- 
nal charge, have centered attention on 
an industry that presents many unique 
challenges to the accounting profes- 
sion. 

In addition to the accounting and 
auditing problems which the CPA may 
encounter in the examination of a con- 
tractor’s financial statements, there are 
numerous areas relating to internal 
control which are also somewhat 
unique to the operations of a construc- 
tion firm. 





RICHARD S. HICKOK, CPA, is a research 
associate for the AICPA’s Committee on 
Cooperation with Surety Companies and is 
currently serving on our Society’s Com- 
mittee on Natural Business Year. Mr. 
Hickok is a partner in the firm of Hurdman 
and Cranstoun, certified public accountants. 


Construction is a hazardous field of 
endeavor and business failures in the 
industry are relatively high. There are 
many causes for such failure but 
surety companies, bankers, suppliers, 
and contractors will concede that poor 
accounting controls, inadequate in- 
terim financial statements, and failure 
to maintain accurate contract cost rec- 
ords are important contributing fac- 
tors. 

It is the responsibility of the CPA in 
conducting an examination to study 
and evaluate the internal control pres- 
ent in an organization. In addition to 
serving as a basis for determining the 
type and extent of tests the CPA 
should use, this review can be of im- 
mense value to the management of the 
contracting firm. 

Internal control has been defined 
as “the plan of organization and all of 
the coordinate methods and measures 
adopted within a business to safeguard 
its assets, check the accuracy and re- 
liability of its accounting data, promote 
operational efficiency, and encourage 
adherence to prescribed managerial 
policies.” (Internal Control, a special 
report by the Committee on Auditing 
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Procedure of the AICPA, 1949.) 

This definition encompasses two 
general types of internal control which 
have been characterized as follows: 

1. Accounting controls which relate 
primarily to safeguarding of assets and 
maintaining reliable financial records. 

2. Administrative controls which 
relate to operational efficiency. 

Although the extent and relative im- 
portance to the auditor of accounting 
and administrative controls vary widely 
from industry to industry and organi- 
zation to organization, this article cov- 
ers some of those areas of accounting 
and administrative controls which may 
be considered somewhat unique to the 
contracting business and which should 
be evaluated by the CPA. The extent 
to which internal systems and pro- 
cedures may be classified as either ac- 
counting or administrative controls will 
of course also vary from one company 
to another. 


ACCOUNTING CONTROLS 


Internal control weaknesses and 
inadequate accounting records are fre- 
quently noted in the following areas of 
a contractor’s operations: 

1. Billing procedures. 

2. Control of construction equip- 
ment and adequate cost records for 
the equipment. 

3. Contract cost records. 

4. Failure to periodically evaluate 
contract profits or losses on a realistic 
basis. 

5. Job sites. 


BILLING PROCEDURES 


In an ordinary manufacturing con- 
cern it is generally customary to bill 
the customer upon shipment of the 
merchandise. This is not the usual 
Practice of contractors. In the con- 
struction industry, the billing practices 
will vary widely, from one company 
to another, depending upon both trade 


customs and payment terms in indi- 
vidual contracts. For example, the 
billing may be based upon some meas- 
ure of performance such as cubic 
yards excavated, or the architect’s esti- 
mate of completion, or upon costs in- 
curred on cost-plus type contracts, or 
a time schedule. It is therefore nec- 
essary that adequate controls be estab- 
lished to insure that there is a proper 
flow of information from operating and 
engineering personnel to the personnel 
responsible for billing. Furthermore, 
since billing and payment terms often 
vary from contract to contract it is 
important that the contracts be made 
available to billing personnel so that 
internal procedures may be established 
on each project for the proper flow of 
information to effect prompt and accu- 
rate billings to the customer. 

The CPA should make sufficient 
tests of billing to ascertain that they 
are being made in accordance with 
contract terms. In connection with 
these tests, the CPA should thoroughly 
review the procedures to determine 
that proper controls exist to insure that 
all billings are made promptly and 
are in accordance with the terms of 
the contract. 

A contractor’s receivables include 
retained percentages and amounts cur- 
rently due on completed and uncom- 
pleted contracts. Retained percentages 
are amounts withheld from payment 
by the customer and may be withheld 
until the job is completed or longer in 
the event certain contract guarantees 
must be fulfilled prior to final accep- 
tance of the contract. Retained per- 
centages are usually recorded by con- 
tractors as a receivable even though 
not currently due, and it is desirable 
that these amounts be segregated in 
separate control accounts for statement 
purposes. Adequate internal control 
would require periodic review and fol- 
low-up of such balances by both finan- 
cial and operating management. 
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CONSTRUCTION EQUIPMENT 


Contractors are usually required to 
make extensive investments in both 
heavy and light construction equip- 
ment, and this equipment must be sub- 
ject to adequate physical and account- 
ing controls. 

Equipment record cards should be 
maintained for these assets, and these 
records should always indicate the lo- 
cation of the equipment. Field cquip- 
ment should be physically inventoried 
on a periodic basis, annually or at the 
completion of each contract. This is 
necessary because relatively heavy con- 
struction equipment, such as earth- 
moving machinery, may be abandoned 
or otherwise disposed of during a con- 
tract without the preparation of ade- 
quate reporting of such transactions. 
For obvious reasons, small equipment, 
such as power hand tools, should be 
subject to close physical control at the 
job site. 

In addition to the physical control 
of the assets, the contractor’s equip- 
ment records should include adequate 
cost records so that contracts in pro- 
cess may be properly charged with the 
cost related to the equipment being 
used on the project. It is the practice 
of many contractors to charge job 
costs, for the equipment in use at a 
job site, at predetermined rental rates. 
The rates charged to contracts in pro- 
cess for equipment in use on a job 
should include all applicable costs in- 
cluding depreciation, and the equip- 
ment cost records should be designed 
to develop this cost information. 


CONTRACT COST RECORDS 


One of the most important areas 
of accounting control for a contractor 
is adequate contract cost information. 
Cost records are essential in order to 
evaluate the progress of contracts 
underway and to provide a basis for 
more accurate estimating of future con- 
tracts of a similar nature. 
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The contract cost records should be 
maintained in a sufficiently detailed 
manner so that accumulated costs may 
be continually compared with original 
estimates used for bidding purposes, 
preferably by the various principal 
components of the original estimate, 
The constant review of these cost rec- 
ords should immediately highlight those 
areas in which costs do not compare 
with estimates and where remedial ac- 
tion by operating personnel may be 
required to control costs. The analysis 
of unfavorable variances of actual cost 
as compared with original estimate 
may also disclose errors such as in- 
advertent duplicate payments of in- 
voices, or incorrect distribution of the 
cost of fixed assets purchased; and it 
has been known to detect such items 
as the payment of fraudulent invoices. 

The contract cost records frequently 
serve as the basis for preparing in- 
voices to the purchaser. For this pur- 
pose it is not only desirable but fre- 
quently necessary that the costs be ac- 
cumulated in a certain predetermined 
manner to facilitate the preparation of 
the progress payment invoices.  Ex- 
amples where information of this na- 
ture is of value follow: 

1. Cost-plus type contracts where 
certain types of charges may not be 
reimbursable. 

2. Supplemental billing on cor 
tracts with “escalator” clause. 

3. Billings for “extras” authorized 
after the original contract. 

4. Billings for features of a par- 
ticular contract, such as rental charges 
for field equipment. 

As has been mentioned in a previ- 
ous section of this article, control 
measures should be established prior 
to commencing a project so that cot 
tract cost information will be provided 
to accounting personnel in a mat 
ner suitable for both analytical and 
billing purposes. 
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EVALUATION OF CONTRACT 


PROFIT AND LOSS 

A construction company should 
regularly review and evaluate the sta- 
tus of contracts in process in order 
that contract profits or losses may be 
recognized in the interim financial 
statements in accordance with sound 
accounting principles. Most success- 
ful contractors regularly make such an 
extensive review and it is generally 
believed that the high incidence of 
business failures in this industry is 
partially attributable to inadequate fi- 
nancial information. A review of this 
nature is essential whether the con- 
tractor’s accounts are maintained on 
a completed contract or percentage of 
completion basis for the recognition 
of income. 

A review of the projected contract 
profit or loss should be comprehen- 
sive in scope. Costs accumulated to 
the review date, plus a realistic esti- 
mate of costs to complete all phases 
of the project, should be compared 
with the total contract price. In re- 
viewing the status of the contracts in 
process all available information 
should be utilized, such as the follow- 
ing: 

1. The detail cost records to com- 
pare accumulated costs with original 
estimates by principal components. 

2. Open purchase order file and 
the records of commitments. 

3. Engineering progress reports. 

4. Information extracted from the 
contract. 

5. Conferences with project en- 
gineers. 

In addition to this review program 
to determine the degree of profit- 
ability of contracts, contractors who 
record income on a percentage of 
completion basis should at the same 
time ascertain that the correct amount 
of contract profit has been recognized 
in the income statement. For reasons 
of practicability, a contractor may 
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recognize contract profits for interim 
monthly statements on a somewhat 
arbitrary basis that has little or no 
regard for the work actually per- 
formed. The recognition of income on 
such a basis may produce unreliable 
interim financial statement results 
which may require substantial ad- 
justment upon audit by the CPA at 
year-end. 

A sound internal control program 
by the contractor should therefore in- 
clude a continuing review of this type 
to insure that management is con- 
tinually aware of the profitability sta- 
tus of contracts in progress and that 
the interim financial statements are 
reliable, particularly for those con- 
tractors using a percentage of com- 
pletion basis. 


JOB SITES 


The nature of the construction in- 
dustry frequently necessitates that the 
contractor maintain an office at the 
job site. Depending upon the type of 
project and its location in relation to 
the principal offices of the contractor, 
all or part of the contractor’s account- 
ing relating to the job may be per- 
formed at the project site. This ac- 
counting work might include part or 
all of the following: payrolls and la- 
bor distribution; purchasing; cash re- 
ceipts and disbursements procedures; 
contract cost records; equipment rec- 
ords; and billings. 

In view of the temporary nature of 
these offices and the peculiarities of 
the industry, internal control is often 
weak or non-existent and the account- 
ing records may leave much to be 
desired. In those firms where a con- 
siderable amount of the accounting 
function is of necessity performed at 
the job site there must be adequate 
internal controls, particularly as to the 
following items. 

Payrolls. It is fairly common for 
construction personnel to be paid in 











cash. This factor, together with the 
temporary nature of the employment 
of most of the workers, contributes to 
inadequate internal control. For these 
reasons payroll padding is not un- 
known in the industry. 

Field equipment. As _ previously 
mentioned, there must be adequate 
physical control of construction equip- 
ment to minimize losses due to pil- 
ferage. 

Disbursements. The limited size of 
the clerical and office staff at field 
construction sites frequently precludes 
an adequate division of responsibilities 
for purposes of internal control. 

Field materials and supplies. Ade- 
quate accounting and physical controls 
should be established over material 
and supplies at the job site to pre- 
vent loss by pilferage or other un- 
authorized usage. In addition, surplus 
materials at the completion of the 
contract should similarly be subject to 
adequate control. 

In view of the lack of controls and 
poor accounting records at many field 
offices, numerous contractors have es- 
tablished an internal audit staff who 
examine accounting records, internal 
controls, and procedures at these 
offices. The scope of examination and 
audit programs used by the internal 
audit staff should be developed with 
the knowledge of the various control 
limitations which frequently exist at 
the job site. In addition, to effectively 
examine the accounting records and 
procedures at the job site, the internal 
auditor must have a working knowl- 
edge of the contract and its account- 
ing requirements. 


ADMINISTRATIVE CONTROL 


Administrative controls ordinarily 
relate only indirectly to the financial 
records and therefore are not always 
reviewed by the CPA. In the case 
of construction, however, there are 
certain administrative controls which 


are of considerable importance to the 
auditor, such as the following: 

1. Preparation of estimates and 
contract bids. 

2. Reliable engineering controls 
over contract performance. 

3. Reliable financial statements, an- 
alyses, and statistics for management, 


ESTIMATING AND BIDDING 


Another of the principal causes of 
contractor failures is poor estimating 
of contract costs and bidding too low 
in order to gain the contract. Con- 
tract specifications, plans, drawings, 
check lists, etc., should be utilized by 
the estimator so that all of the many 
cost elements may be determined real- 
istically, including such items as equip- 
ment costs or rentals, engineering, 
drafting, overhead costs, insurance, 
and employee fringe benefits. The im- 
portance of this phase of a contractor's 
operation becomes apparent when the 
contractor realizes that after the bid 
is accepted, it is not usually possible 
to revise the price for job cost ele- 
ments not anticipated. 

Contractors frequently attempt to 
protect themselves against unforeseen 
increases in material and labor costs 
by means of escalation clauses in their 
contracts. Contractor may also sub- 
mit bids that are “unbalanced,” i.., 
where the bid price on items to be 
performed early in the project are in- 
flated and the price for later items are 
reduced accordingly. Unbalanced bid- 
ding is frequently used by contractors 
as a means of financing contracts i 
process. Contractors resorting to this 
practice should utilize these funds with 
prudence as the proceeds may be 
required at a later stage in the com 
tract for unanticipated cost increases 
or contingencies. 

The importance of adequate cost 
records has already been reviewed. 
It is desirable that contract costs be 
accumulated in a manner so that ac 
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tual costs may be compared with orig- 
inal estimates. In addition to serving 
as a control over contract costs, the 
information is invaluable in prepar- 
ing future bids. 

The CPA should ascertain that con- 
trols are in effect in the preparation 
of contract estimates and bids so that 
a loss is not incurred at the moment 
the contract is signed. Subsequent 
performance, comparison of actual 
contract costs with original estimate, 
and the comparison of the award price 
with bid amounts submitted by com- 
peting firms, will serve as a fairly ac- 
curate measure of the reliability of 
the contractor’s estimating procedures 
and controls. 


ENGINEERING CONTROLS 


Of perhaps the greatest importance 
in the success of a contractor is his 
engineering ability. Construction must 
be performed in accordance with con- 
tract specifications, and adequate in- 
spection of contracts in progress 
should be made by qualified engineer- 
ing personnel to minimize the possi- 
bility of failure to meet contract guar- 
antees as to performance. Further- 
more, work often must be completed 
on schedule to avoid imposition of 
monetary penalties under penalty 
clauses. It is therefore essential that 
engineering and performance controls 
be in effect to insure that the work is 
completed in accordance with all of 
the terms of the contract. 

This area of administrative control 
is not an area in which the CPA is 
necessarily professionally competent. 


However, an intelligent review of the 
engineering status of contracts in pro- 
cess with competent engineering per- 
sonnel, coupled with the opinions 
formed during the observation of op- 
erations at the contractor’s office, ware- 
house, and job sites, will assist the 
CPA in evaluating the efficiency and 
competence of the contractor. 


FINANCIAL STATEMENTS 


In the present day and age it is gen- 
erally recognized that the manage- 
ment of any business enterprise must 
be provided with ample information 
about operating results and financial 
condition of the business in order to 
effectively control the operation. There 
is a recognized lack of uniform ac- 
counting methods, procedures, and 
financial statements in the construc- 
tion industry. This lack is often 
coupled with inadequate accounting 
departments in the contractor’s or- 
ganization structure, and with the con- 
tractor’s own failure to comprehend 
financial statements. 

The CPA is ideally suited to aid the 
management of the construction firm 
by developing financial statements, 
analyses, and statistics to serve as a 
guide to management. This informa- 
tion should of course be available to 
management on a_ regular basis 
throughout the year and not just at 
the time of the annual examination. 
In addition, the CPA should aid the 
contractor in the use of this informa- 
tion for managerial control and finan- 
cial planning, to the degree it is ne- 
cessary. 
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J. K. Lasser 


By HENRY LIEBERMAN, CPA 


It is probable that the name of J. K. 
Lasser is automatically linked with 
taxes in the minds of most people. 
This is an appropriate memorial be- 
cause to Mr. Lasser taxes was both 
work and hobby. He is best known for 
a yellow, paper-bound book, Your Jn- 
come Tax, which has been a consistent 
best seller in America and has made 
Mr. Lasser’s name practically a house- 
hold word. Yet this was just a tiny 
part of a prodigious output of books 
(see Appendix) and articles on taxes 
and related fields; and writing was 
only one of his many activities. 

J. K. Lasser, accountant, adviser, 
author, editor, teacher, was born in 
Newark, New Jersey, on October 7, 
1896, the son of Morris and Rebecca. 
The J. K. stands for Jacob Kay, names 
he rarely used, his intimates calling 
him “Yoc.” He attended Newark’s 
Central High School, where he was 
noted chiefly for his prowess as a foot- 
ball player, his 235 pound 5’5” figure 
making him a natural block guard. 
Working out with an ex-prizefighter 
hired by his parents, he reduced to 





HENRY LIEBERMAN, CPA, is a lecturer 
in accountancy at the Baruch School of 
Business and Public Administration, The 
City College of New York. This article was 
prepared by the author as part of the con- 
tinuing program of history studies under- 
taken by our Society’s Committee on 
History, of which Mr. Lieberman is cur- 
rently the chairman. 


more conventional dimensions. 

After graduation from high school 
in 1915, he went to work, first as an 
assistant in the Sports Department of 
the Newark Eagle, and then as a book- 
keeper in a manufacturing _ plant. 
While working at the latter job, he at- 
tended New York University at night, 
taking commerce and finance courses. 
He later became interested in indus- 
trial engineering and enrolled at Penn 
State in the fall of 1917, but after a 
few months left to join the Navy. Af- 
ter spending nearly a year in service, 
he returned to Penn State and in 1920 
was graduated with a Bachelor of 
Science degree. 

Lasser took a job as tax accountant 
with a law firm, one of whose major 
clients was the United Publishers Cor- 
poration, which published a great many 
trade magazines. He devoted most of 
his time to United’s tax problems and 
within a year was working directly for 
the United Publishers Corporation, a 
job that was to prove most productive 
for him. He learned the tax laws by 
heart and began to specialize in that 
field. The excess profits tax laws at the 
time provided that no corporation 
could be taxed at a rate higher than 
that applying to any of its direct com- 
petitors. United Publishers had com- 
plained to the Government that it was 
being discriminated against in this re- 
gard. Working on this problem, with 
his amazingly retentive memory, Lasser 
gathered a mass of information on all 
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aspects of publishers’ tax problems. He 
acquired a close knowledge of the 
figures and histories of dozens of pub- 
lishing companies, and soon came to be 
recognized as a tax specialist in the 
field of publishing. 

Meanwhile, Lasser had gone back 
to New York University to take even- 
ing courses in accounting. He passed 
the CPA examinations in New Jersey 
and received his certificate in 1923. 

On January 1, 1924, he married a 
Brooklyn girl named Terese Reuben. 
The Lassers had two children, Donald 
Judd and Barbara Anne. In that year 
he commenced his accounting practice 
in New York State. He acquired a 
New York CPA certificate in 1934 and 
a California certificate in 1939. 

Lasser became a member of the 
New York State Society of Certified 
Public Accountants in 1934. He served 
on the following committees of the 
Society: Federal Taxation (1941- 
1944), and as chairman (1946-1948); 
Graphic Arts (1943-1948); Coopera- 
tion with the Bar (1946-1949); Public 
Information, as vice-chairman (1947- 
1948); Meetings, as chairman (1948). 
The Society gave him the Annual 
Award for Outstanding Service (1945- 
1946) in connection with the “Bercu” 
case. He served as a director during 
the years 1945 to 1947, inclusive, and 
as vice-president of the Society in 
1948. 

It was through his work for the 
American Book Publishers Council 
that Lasser was called upon to write 
Your Income Tax. Leon Shimkin, a 
vice-president of Simon and Schuster, 
Inc., had conceived the idea of a sim- 
plified tax manual answering the des- 
perate need for tax guidance for the 
general public. After two editions 
written by some lawyer friends, Shim- 
kin could get no one suitable to con- 
tinue. Shimkin happened to see a bul- 
letin put out by Lasser for the Amer- 
ican Book Publishers Council and, 


although he had never met Lasser, he 
approached him to do the job. This 
Lasser did, in short order, and thus 
started a new career. Although this 
book*is by far his most famous one, 
it is only one of a group of books and 
articles having to do with taxes, written 
both for the general public and for 
accountants and lawyers. At least 
seven separate publishers carry Lasser 
titles on their lists. He wrote or edited 
books at the rate of four or five a year. 
He wrote a monthly tax column, “Tax 
Clinic,” for the Journal of Accountancy 
and two semi-monthly newsletters, 
J. K. Lasser Reports on Taxes and 
J. K. Lasser Reports on Accounting. 
He also contributed a steady stream of 
articles to magazines and newspapers 
—from 15 to 20 a year. Each year he 
revised for Simon and Schuster, Inc., 
Your Income Tax and Your Personal 
Income Tax. Every eighteen months 
he revised a work related to business 
tax problems. He also commented on 
taxes for the Blue Network in 1942 
and 1943 and he conducted a column 
on taxes in the Wall Street Journal 
during 1942 and 1943. He also wrote 
on taxes for the New York Tribune in 
1944. “If I can’t generate new stuff 
every day in a field as dynamic as mine, 
I don’t deserve to be in it,” he ex- 
plained. 

What especially awed his colleagues 
in the field of technical book writing 
was that he was able to write thus 
voluminously in addition to a full-time 
job as head of his own accounting firm 
of some 100 employees. J. K. Lasser 
& Company was formed by Mr. Lasser 
in 1923. For years Lasser arose at 
5 A. M. and accomplished at least 
three to five hours of writing before 
his ten-hour day at the office. 

Still another activity of Lasser’s, 
and one that he was especially proud 
of, was an annual ten-day tax institute 
which he formed in 1942, and directed 
thereafter, known as the Institute on 
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Federal Taxation. This was held at 
New York University, where he was 
a non-salaried faculty member with 
the title of Adjunct Professor of Taxa- 
tion. (Similar institutes were later also 
initiated at Penn State and at the Uni- 
versity of Miami.) At these institutes 
Mr. Lasser and a host of fellow experts 
lectured on the newest aspects of the 
tax scene to accountants, lawyers and 
tax men who came there from all over 
the country. Numerous colleges and 
universities throughout the country now 
have tax institutes patterned after that 
initiated by Mr. Lasser at New York 
University. The significance of this de- 
velopment has received outstanding 
recognition among attorneys and certi- 
fied public accountants. 

His relations with the Internal Rev- 
enue Service were always cordial. “I 
regard the Treasury as an advocate 
for the revenue. I’m an advocate for 
the taxpayer. We’re just on opposite 
sides. That’s the way it should be.” 
He felt there was a tendency to dis- 
criminate against the small taxpayer. 
He was responsible for the ruling that 
permitted nurses’ uniforms to be tax- 
deductible. He also had a hand in 
effeciing the changes that permit 
authors to spread a year’s royalties 
over a period of years. 

Perhaps Mr. Lasser did not look like 
the typical man of letters. He was 
short of stature but broad, with wide 
features and balding head. But speak- 
ing to nim, one was impressed with the 
agility of his mind and with the warmth 
and humor of his personality. 

Mr. Lasser gave a great deal of his 
time to advising and raising funds for 
various institutions and groups such as 
Irvington House, Ministers and Mis- 
sionaries Benefit Board of the Amer- 
ican Baptist Convention, Board of 
Foreign Missions of the United Pres- 
byterian Church, American Bible So- 
ciety, National Council of the Churches 
of Christ in U. S. A., Roosevelt Hospi- 


tal, and the Federation of Jewish 
Philanthropies. He also advised many 
colleges, among them New York Uni- 
versity, Bard College (where he was 
Trustee and Treasurer), Pomona Col- 
lege, Dartmouth, Loyola University, 
Fairleigh - Dickinson College, Berea 
College, St. Louis University, The New 
School for Social Research, Penn State 
College, and the University of Miami. 

With all his activities and strenuous 
working hours, it came as no surprise 
to his worried friends when Mr. Lasser 
suffered a series of heart attacks, the 
last and fatal one occurring May 11, 
1954. 

In a memorial tribute to J. K. Lasser, 
Justice Bernard Botein, who had been 
a close friend of his, said: 

“This was no professional whose 
sword was for sale to the highest bid- 
der. Although he represented large 
corporations, his greatest thrill came 
from being public defender to the little 
fellow. His greatest delight was in 
teaching—in molding the minds of the 
young, a process which kept him 
young. A teaching career abandoned 
while a young man, was reopened in 
the afternoon of his life through his 
prodigious writing, his professorship 
at N.Y.U., and the tax institutes he 
founded. His private dream, confided 
to a few friends, was to become dean 
of a college of business. An omni- 
vorous reader, he was a man of ideas, 
never wedded to old and comfortable 
routines, and always eager to risk the 
rigors of nibbling at new frontiers. 

“This was a man of imagination, 
poetry and idealism, who gave gen- 
erously to his times and his country.” 


APPENDIX 
Books BY J. K. LASSER 


The Federal Securities Act Procedure 
(with J. A. Gerardi; McGraw-Hill Book 
Company, Inc., 1934). 

Your Income Tax (Simon and Schuster, 
Inc., 1939). 

Your a Tax (Simon and Schus- 
ter, Inc., 194 
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ish Handbook of Accounting Methods (D. Farmers Tax Handbook (Prentice-Hall, 
Van Nostrand Company, Inc., 1943). Inc., 1951). 








wd How To Speed Up Settlement Of Your Handbook of Tax Accounting Methods 
Ini- Terminated War Contract (McGraw-Hill (D. Van Nostrand Company, Inc., 1951). 
was Book Company, Inc., 1945). Handbook of Tax Techniques (Prentice- 
: Business Executives’ Guide (McGraw-Hill Hall, Inc., 1951). 
‘ol- Book Company, Inc., 1945). Tax Planning for Excess Profits (Business 
ity, Business Tax Guide (Simon and Schuster, Reports, Inc., 1951). 
req |  Inc., 1948). Estate Tax Handbook (Matthew Bender 
How to Live Within Your Income (with & Company, Inc., 1951). 
‘CW | sylvia Porter; Simon and Schuster, Inc., What You Should Know About Gift and 
‘ate 1948). ~; a (with Ralph Wallace; Holt & 
mi How Tax Laws Make Giving To Charity  Co., 

Easy (Funk & Wagnalls, 1948). i iad of Auditing Methods (D. Van 
ous Business Tax Handbook (Simon and Nostrand Company, Inc., 1953). 
rise Schuster, Inc., 1949). How To Save Estate and Gift Taxes (with 
Ser Handbook of Cost Accounting Methods Ralph | Wallace; a The American Research 

(D. Van Nostrand Company, Inc., 1949). Council, 1955). 

the Corporate Accumulations and Section 102 Handbook of Successful Tax Procedures 
11 (with Robert S. Holzmann; Matthew Bender (Simon and Schuster, Inc., 1955).* 

a a & Company, Inc 1949) ae Standard Handbook for Accountants (Mc- 
—— ss ag ag Ea Graw-Hill Book Company, Inc., 1956).* 
ser, | Executive MeGr: »-Hill B ak C er Standard Handbook of Business Tax 
een pag oo (McGraw-Hill Book Company, —- Techniques (McGraw-Hill Book Company, 

"9 : . : s L957). 
Your Social Security (Simon and Schus- Inc., 1957) 
ose ter, Inc., 1949). * Published after the death of Mr. Lasser; 
a How To Run A Small Business (McGraw- successor editor, Mr. Sydney Prerau, execu- 
vid- Hill Book Company, Inc., 1950). tive director, J. K. Lasser Tax Institute. 
irge emia 
ri THE CPA PRACTITIONER AND SMALL BuSINESS 
e 
in Some practitioners are not always aware of the extent to 
which they can provide leadership to small businesses and 
the . 
a that they can become a far more valuable ally in the eyes of 
. r their clients by offering a great deal of the help which the 
- larger company obtains from the variety of skills personified 
| in in the management team... . 
his There are many ways in which the needs of the smaller 
hip business may be served in addition to auditing of accounts 
he and preparation of financial statements. Some of the most 
ded common forms of service are the preparation of income tax 
ean returns, the conducting of negotiations upon assessment of 
ini- these returns and assistance with the preparation of notices of 
aS, objection and notices of appeal. 
ble In the field of management accounting there is assistance 
with design and installation of accounting systems and systems 
the ; : 
of internal control, and the preparation of budgets and fore- 
. casts for the control of cash flows and control of operations. 
on, 


In the field of financial management there are such matters 
- as long-term financing and maximum use of available working 
capital. In some situations the problem of succession is one 
which can only be met through a proper plan of executive 
development. 

In addition to servicing the smaller business, there is the 
matter of providing assistance to the owners of these businesses 


jure : aia 

ook on a more personal basis. A great contribution can often be 
made by advising and participating in estate planning, a field 

ter, in which chartered accountants are increasingly active. 

huS- Editorial, “Serving the Needs of Smaller Business,” 


THE CANADIAN CHARTERED ACCOUNTANT, June 1960 
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Accounting Internship 


Programs 


By Freperick E. Horn, CPA 


The Commission on Standards of Education and Experience for 
Certified Public Accountants recommended as a long-range goal 
the inclusion of an accounting internship as an integral part of 
the formal professional educational program. The special com- 
mittee appointed by the Council of the AICPA to study the 
Commission’s recommendations suggested that student intern- 
ships be an optional part of the educational program. This article 
reviews the status of internship programs in New York State, 
presents some illustrations of short and long internships and 
considers the advantages of such programs to the student, the 
school and the cooperating CPA firm. 


I 1956, the Commission on Stand- 
ards of Education and Experience for 
Certified Public Accountants recom- 
mended the following long-range 
goals for the preparation of indi- 
viduals to enter the profession as 
CPAs: 

1. Completion of a college program 
leading to a baccalaureate degree as 
a necessary preliminary to further 
training for public accountancy as a 
CPA. 

2. A nation-wide qualifying exam- 
ination, prior to admission to further 
academic professional training, devised 
to test the college graduate’s intellec- 
tual capacity, his academic achieve- 
ments and his aptitude for public ac- 
countancy. 

3. Establishment of professional 
postgraduate academic programs 
within the framework of schools of 





FREDERICK E. HORN, CPA, is secretary 
of the New York State Board of CPA 
Examiners and was formerly vice president 
of the American Accounting Association. 
Dr. Horn is a partner and National Per- 
sonnel Director of Arthur Young & Com- 
pany, Certified Public Accountants. 


business administration designed to 
train individuals for public account- 
ancy. 

4. Inclusion of an internship pro- 
gram as part of the educational re- 
quirement. 

5. Uniform CPA examinations to 
be given on completion of the re- 
commended educational preparation 
which would entitle successful candi- 
dates to a CPA certificate. 

These recommendations were 
studied by a special committee ap- 
pointed by the Council of the Amer- 
ican Institute of CPAs to determine 
which of the recommendations could 
be adopted by the Institute. In its re- 
port, issued in April 1959, this Com- 
mittee agreed with recommendations 
1 and 3 but suggested that no action 
be taken for the time being in using 
a standard qualifying examination, that 


student internships be optional as part | 


of the educational program and that the 
certificate be awarded after the exam- 
ination has been passed and expeti- 
ence has been gained. 

Before and since 1956, members 


of the profession and other educational | 
groups have made numerous studies | 
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and published many recommendations 
as to what constitutes a suitable pro- 
fessional education for business and, 
in particular, for accounting. How- 
ever, very little has been said about 
the value of an internship program as 
part of that education. It is the pur- 
pose of this article to point out why 
an internship with a public account- 
ing firm is of value in training a man 
to be a CPA. 


PROFESSIONAL EDUCATION IN 
NEW YORK 

Since this article is devoted to the 
subject of internship programs with 
special reference to New York State, 
it is interesting to note, before getting 
into that subject, that New York re- 
quires a candidate for the CPA cer- 
tificate to have been graduated from 
a college offering a curriculum in ac- 
counting registered by the Education 
Department of the State of New York 
or otherwise meeting the requirements 
of the Education Law. Thus, the first 
recommendation listed above is in- 
cluded in the requirements of the state. 

While New York State does not have 
a qualifying examination as_ such, 
eighteen of its colleges and universi- 
ties with registered accounting cur- 
ricula participated in the Accounting 
Testing Program of the Institute last 
Spring and Fall by giving their students 
one or more of the following examina- 
tions: Orientation Test; Achievement 
Test, Level I; Achievement Test, Level 
Il; and Strong Vocational Interest 
Blank for Men. It is the purpose of 
these tests to assist the college coun- 
selor in advising students considering 
a career in accounting, to provide the 
student and teacher with a progress 
check early in the accounting courses, 
to aid accounting seniors in finding 
employment by furnishing objective 
measurements of aptitude and pro- 
ficiency to prospective employers, and 
to help colleges compare the aptitude 


and achievement of their students with 
those of a large representative student 
group. Thus, it would seem that a 
number of schools in the state are 
moving in the direction of a qualify- 
ing examination which would test intel- 
lectual capacity, academic achieve- 
ment and aptitude for public account- 
ancy. 

It should be noted that 29 colleges 
in New York have curricula in ac- 
countancy registered or provisionally 
registered by the Education Depart- 
ment, with many offered within the 
framework of the schools of business 
administration. But with respect to the 
third recommendation, only 5 of these 
colleges have adopted graduate pro- 
grams; however, some of the others are 
moving in that direction. Such a cur- 
riculum must now include the follow- 
ing courses and semester hours of 
credit: 





BWOGROD-AN19) xcccccccctacccececceternnect 48 
Accounting 24 
AWE eooscsssacdesiases 8 
BNA CO ssc cecssecssxascanceqenaeneets 8 
BGOnOMICS. <.dcdaccaccancc 6 
Other business subjects ........ 14 
ilQCUESs initteet cacarsteetie 12 

Patabns eee 120 


If these schools and their curricula 
are examined carefully, it will be 
found that they also meet another part 
of the curriculum recommendation of 
the Commission: “a professional pro- 
gram, with classroom materials drawn 
from public practice, with faculties ex- 
perienced in public accountancy and 
maintaining close contact with changes 
in that profession, and with students 
directly and specifically interested in 
preparing for a career in public ac- 
countancy.” 

Since the Uniform CPA Examina- 
tion, prepared by the American Insti- 
tute of CPAs, is used to examine can- 
didates in New York State, the fifth 
recomendation also has been adopted. 
However, the law continues to require 
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three years of diversified experience 
in public accounting before the cer- 
tificate can be issued. 


INTERNSHIP PROGRAMS 
IN NEW YORK 


As to the fourth recommendation 
of the Commission—that “an intern- 
ship of approximately three months be 
included in the recommended profes- 
sional program” — it is unfortunate 
that this suggestion has not gained wide 
acceptance in the colleges and uni- 
versities of the state. Of the 29 schools 
with registered curricula, only 7 have 





formal internship programs. These 
schools are as follows: 
Length 
School in weeks 
Adelphi College .................. 8 
Cornell University .............. 4 
Fordham University ............ a. 
Hofstra College ...............+.. 6 
SR Oe | 13 
PACE GOUERE  <.0iéccscsccstssosesss 7 
NICO ROOUERC  siscsssicescsssccicecs 7 


As can be seen from the above tabu- 
lation, only one of these schools has 
been able to adopt the suggestion that 
the internship period be approximately 
three months. This is due primarily 
to the fact that most New York schools 
have a two-semester academic year 
rather than a four-quarter school year. 
Thus, it is difficult for them to have 
a student drop out of school between 
semesters for the internship period 
without seriously interfering with the 
student’s class work or possibly de- 
laying his graduation date. 

While there seem to be too few 
schools in New York offering intern- 
ship programs to their students, it 
should be pointed out that approxi- 
mately 35 schools in other sections 
of the country do offer similar pro- 
grams. Many of their students com- 
plete internships in New York and 
subsequently accept permanent em- 
ployment with firms domiciled in that 
state. For example, of the nineteen 


interns employed by our New York 
offices, twelve were from schools out- 
side the state. All were offered per- 
manent employment by these offices, 


PURPOSES OF INTERNSHIP 


The Statement of Standards and 
Responsibilities Under Public Ac- 
counting Internship Programs, pre- 
pared by the Committee on Account- 
ing Personnel of the American 
Institute of CPAs and the Committee 
on Internships of the American Ac- 
counting Association, gives a clear ex- 
position of why a period of internship 
in public accounting is a desirable part 
of an accounting curriculum. It says: 

“Internship programs have as their 
general objective the development of 
better qualified accountants with a re- 
sulting benefit to accounting firms, to 
students, and to schools. The particu- 
lar contribution to be made by intern- 
ship programs must be sought in those 
values that the student can find in 
public accounting practice which are 
not ordinarily available in the school. 
If this training which he can receive 
in public accounting is helpful to him 
in either private or public accounting 
after graduation, it represents a sig- 
nificant contribution to his total edu- 
cational experience.” 

The statement also states that it 
should be the object of an effective 
internship program: 

1. To enable the student to take up 
learning with more purpose and value 
upon returning to school. 

2. To give maturity and confidence 
to the student. 

3. To help the school place gradu- 
ates. 

4. To provide a desirable trial pe- 
riod, to the advantage of both the 
student and the employer. 

5. To improve the school’s curricu- 
lum. 

Clearly, the individual achieves the 
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greatest benefits from completing a 
successful internship with a public ac- 
counting firm but schools and em- 
ployers can also point to certain ad- 
vantages which accrue to them. But 
before discussing these advantages it 
might be well to acquaint the reader 
with the procedures for undertaking 
such a program. Illustrated below is 
a typical short-term internship and one 
in which the intern had more time to 
gain on-the-job experience. These are 
actual cases drawn from the files of 
our firm. 


A SHORT INTERNSHIP 


After contacting the placement di- 
rector of the school, Student X was 
interviewed on the campus with nine- 
teen other applicants. (In this school, 
any accounting major in the senior 
class could seek an internship with a 
public accounting firm. Neither the 
faculty nor the placement office at- 
tempted to screen the applicants.) 
First, the firm’s personnel policies 
were explained to Student X—policies 
covering both temporary and subse- 
quent permanent employment. The 
types of engagements on which he 
would work were discussed very thor- 
oughly at that time. He also was 
given ample opportunity to ask ques- 
tions about the firm’s policies regard- 
ing salary, overtime, travel, rotation 
of assignments, advancement, fringe 
benefits, etc. On the data sheet sup- 
plied by the school, the interviewer 
noted his comments regarding per- 
sonality, appearance, maturity, ability 
to think and communicate clearly, en- 
thusiasm for and interest in public ac- 
counting, grades—both overall and in 
area of specialization—extra-curricu- 
lar activities, etc. At the end of the 
day, the recruiter also met with sev- 
eral members of the faculty to obtain 
their evaluations of the student’s abili- 
ties, 

On the date set by the school, the 


recruiter wrote to the placement di- 
rector and listed the names of the 
interns in order of preference. In 
the meantime, the students were asked 
to list the firms in their order of pref- 
erence. The placement director then 
matched the selections and assigned 
the interns. The salary and the six 
weeks’ period of internship had been 
previously established by the school. 
No travel costs were involved, since 
the student was attending a local col- 
lege. 

During his first day in the office, 
the intern attended an orientation 
school which covered office pro- 
cedures, conduct in the client’s office, 
ethics, working paper techniques and 
audit procedures for those parts of an 
engagement on which he would work. 
The next day he was sent on his first 
assignment. Student X’s schedule 
for the six weeks was as follows: 


Orientation school: 1 day. 

Research department: Poolings of interest, 
1 day. 

Truck manufacturer (out of town assign- 
ment): Pricing inventories, 5 days. 

Machinery manufacturer: Division No. 
1—Cash reconciliations and counts, 1 day; 
unrecorded liabilities, 1 day; Division No. 2 
—Cash reconciliations and counts, 2 days; 
confirmation and aging of receivables, 5 
days; pricing inventories, 3 days; vouching 
fixed assets, 1 day; vouching current lia- 
bilities, 3 days; analyzing income and vouch- 
ing expenses, 1 day; Comptroller’s office— 
Preparation of reports and consolidated 
statements, 6 days. 

Toy manufacturer: Inventory observation, 
3 days. 


As the work progressed, the seniors 
in charge of each engagement (one or 
more at each location shown above) 
gave explicit instructions to the in- 
tern, answered his questions and care- 
fully supervised his work. In addi- 
tion, at the conclusion of each assign- 
ment, the senior discussed the in- 
tern’s performance with him and pre- 
pared a personnel report. At the end 
of the internship period, the Personnel 
Director summarized these reports and 
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discussed the conclusions reached with 
each intern. The latter also was 
given the opportunity to offer his ap- 
praisal of the experience gained. Per- 
manent employment was discussed but 
the offer was deferred until the recruit- 
er’s next visit to the campus. Finally, 
a report on the intern’s work was given 
to the faculty supervisor. 


A LONG INTERNSHIP 


The interview with each prospective 
intern at this college followed the pat- 
tern described above. However, salary 
and other employment conditions were 
negotiated with the individual himself. 
Again it was not necessary to provide 
transportation to and from the office 
since the student attended a local col- 
lege. The school set the period of 
service at 13 weeks and the applicants 
were carefully selected by members of 
the faculty. 

Student Y, upon accepting our em- 
ployment offer, attended the indoctri- 
nation program mentioned above and 
was then assigned to his first engage- 
ment. Under the close supervision of 
our various seniors, his assignments 
were as follows: 

Orientation school: 1 day. 

Report department: Checking typed re- 
ports, 1 day. 

Research department: Reporting of taxes 
on undistributed earnings of foreign sub- 
sidiaries, 1 day. 

Investment company: Review of internal 
control, 1 day; aging receivables, 1 day; 
analyzing income and vouching expenses, 
2 days. 

Electrical appliance manufacturer: Cash 
reconciliations and counts, 6 days; pricing 
inventories, 5 days; vouching fixed assets, 
6 days; analyzing income and vouching ex- 
penses, 3 days; unrecorded liabilities, 2 days. 

Oil refining: Reviewing minutes, 1 day; 
cash reconciliations, 5 days; current liabili- 
ties, 9 days; reserves, 1 day; long-term debt, 
1 day; income and expenses, 10 days; inter- 
company accounts, 2 days; preparing SEC 
schedules, 2 days. 

Baking: Inspecting and vouching security 
transactions, 2 days. 

At the conclusion of each assign- 


ment and at the end of the internship, 
this intern’s performance on the jobs 
also was reviewed with him and he then 
was offered permanent employment. 


BENEFITS TO STUDENTS 

The benefits of the internship pro- 
gram to the student, as typified by the 
two illustrations given above, may be 
summarized as follows: 

1. The intern has the opportunity 
to apply his knowledge of accounting 
principles and auditing procedures to 
actual business problems. 

2. He gains a firsthand knowledge 
of the organizational structure and the 
operations of a variety of companies. 

3. He has the chance to participate 
in the day-to-day activities of a public 
accounting firm, to experience its con- 
ditions of employment, to explore the 
opportunities available in the firm and 
in the profession and to sell himself as 
a permanent employee. 

4. The experience and the added 
knowledge gained through his work 
and discussions with his supervisors 
make his subsequent courses in ac- 
counting more meaningful. 

5. He obtains substantial assistance 
in financing his education. 

In reporting on the benefits gained 
from his work, one of our interns, who 
apparently was in wholehearted agree- 
ment with the benefits listed above, 
had this to say: 

“My internship . . . has helped me 
make a more intelligent choice of a 
career. These past six weeks have been 
the most stimulating and demanding 
that I have ever experienced. It is 
difficult for me to picture a ‘static’ 
person remaining in public accounting 
very long. Neither can I perceive a 
person who doesn’t want responsibility 
being a public accountant. It appears 
to me that if a person wants to learn 
about a variety of businesses and gain 
a broad understanding of accounting, 
he will certainly have those opportuni- 
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ties in public accounting. From my 
own limited experience, I know that 
I learned more about the operations 
and accounting systems of at least two 
of the clients on whose audits I worked 
than I learned from working for a 
corporation for a longer period. I also 
learned a great deal more about ac- 
counting practice and theory.” 

Another intern reported that: 

“There is an advantage in having 
the internship experience prior to grad- 
uation since it helps to make account- 
ing and business concepts more easily 
understood . . .” 


BENEFITS TO SCHOOL 


By making an internship program 
an important and integral part of the 
accounting curriculum for the student 
who anticipates becoming a certified 
public accountant, the school also 
reaps certain benefits. 

By exposure to the business environ- 
ment and the problems encountered, 
the intern returns a more competent 
and mature student, with a demon- 
strated ability to bridge the gap be- 
tween theory and practice, and his 
classroom performance shows marked 
improvement. 

Faculty, firms and the profession 
are brought closer together in their 
endeavors to improve the educational 
background of the students. On the 
one hand, the participating school re- 
ceives a more sympathetic reception of 
its requests for funds for scholarships 
and fellowships, faculty residencies, 
case study materials, part-time instruc- 
tors and other teaching aids. On the 
other hand, the firm and its staff feel 
that they are making a worthwhile con- 
tribution to accounting education and, 
through it, are gaining a pool of better 
educated prospective employees. 

Through the internship program and 
its attendant publicity, the stature of 
the school and its accounting faculty 
are enhanced in the eyes of the busi- 


ness world and a school with a good 
internship program has an advantage 
in placing its graduates. 

Finally, the participating school has 
gained*a real selling point in its at- 
tempts to recruit students by offering 
them practical experience and financial 
assistance through the internship pro- 
gram. 

BENEFITS TO FIRM 

Many benefits also accrue to the par- 
ticipating firms. The more important 
ones are as follows: 

1. Opportunity to evaluate an in- 
tern’s technical competence, personal 
attributes and on-the-job performance 
before permanent employment is of- 
fered. 

2. Additional complement of reason- 
ably competent staff men during a peak 
period of audit and tax activity. 

3. Better knowledge of what is be- 
ing taught in the schools and what must 
be done to implement a man’s educa- 
tional background in the firm’s train- 
ing program. 

4. On-the-job instruction of the in- 
tern makes a definite contribution to 
the training of supervisors and en- 
hances their ability to handle people, 
to exploit their abilities and to gain 
their cooperation and respect. 

5. An enthusiastic intern returning 
to the campus makes his associates 
and the faculty more receptive to the 
recruitment efforts of the participating 
firm. 

The effort and the time given to ad- 
ministering an internship program by 
the firm is well spent when an intern 
reports, “Naturally a good deal of pub- 
lic relations work is done for the com- 
pany, since instructors and students are 
apt to think well of the firm for being 
progressive,” or when one states, “The 
past six weeks have convinced me that 
I should become a certified public ac- 
countant,” and he then accepts a per- 
manent position on the firm’s audit 
staff. 
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Corporate Acquisition= 


a Case Study 


By JAMES E. GELBERT, CPA 


The importance of over-all tax planning is emphasized in this 
case study of the typical problems encountered in the acquisi- 
tion of a small business by a larger one launched on a diversifica- 
tion program. The sellers’ individual income tax problems and 
estate planning receive equal consideration with the usual cor- 


porate tax pitfalls. 


Ons of the phenomena of American 
business since World War II has been 
the number of cases involving expan- 
sion through corporate merger. The use 
of the term merger in this instance is 
not within the frame of its legal or tax 
construction but in the broad sense of 
joining two or more business enter- 
prises either through a purchase or the 
combining of stockholders’ interests. 
The reasons motivating these mergers 
are many and diverse. Corporate man- 
agement, with the experience of a de- 
pression and a world conflict behind 
them, are acutely aware of the advan- 





JAMES E. GELBERT, CPA, is a resident 
partner at Pittsburgh in the firm of Lybrand, 
Ross Bros. & Montgomery, certified public 
accountants. He is currently chairman of 
the Pennsylvania State University Tax Insti- 
tute. Mr. Gelbert is a past chairman of 
the Committee on Taxation of the Pennsyl- 
vania Institute of Certified Public Account- 
ants, as well as past chairman of the Pitts- 
burgh Tax Club. 


tages of diversification of industry, of 
the maxim “‘to stand still is to die on 
the vine.” On the other side of the 
fence are the stark facts of business 
existence. In days of high corporate 
tax rates only the big grow bigger; 
the smaller corporation has to have 
outside financial assistance in order to 
expand and develop. Taxes in one 
form or another give impetus to the 
trend—estate and inheritance taxes, 
capital gains taxes versus tax rates on 
dividends and salary incomes, net 
operating loss carryovers, etc., ad in- 
finitum. The motivation continues to 
exist — willing buyers and willing 
sellers. 

As always, where there is a need 
there is someone to provide the an- 
swers. The need in this case is for an 
individual who has the technical know- 
how to get the buyers and sellers to- 
gether to their mutual satisfaction. 
Since many of the motivating reasons 
behind the desire to merge are in- 
spired by the need of tax relief, and 
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since failure to take the proper steps 
can mean tax disaster, the individual 
most concerned with the problem of 
merging is the corporate tax advisor, 
be he head of the tax department, of 
counsel, or from the field of certified 
public accounting. 

This does not mean that the job of 
handling a merger of corporate inter- 
ests is a one-man job. Far from it, as 
the steps necessary to unite separate 
organizations involve many _ issues 
which are not even remotely connected 
with taxes. However, taxes are of the 
greatest importance and a successful 
merger of interests involves expert tax 
guidance not only in the mechanics of 
merger but in the field of estate plan- 
ning, personal income taxes, compen- 
sation incentive programs, administra- 
tive procedures and others. All phases 
of the problem should be reviewed and 
passed upon by someone with the tax 
know-how. 

The foregoing generalization is prob- 
ably best illustrated by use of the case 
study method. The illustration which 
follows is and is not an event from real 
life; each of the steps involved actually 
happened but not in the same merger. 


BASIC FINANCIAL INFORMATION 


Early in the year 1960 the Board of 
Directors of the Aldex Corporation met 
to consider a proposal of a manage- 
ment committee which had been au- 
thorized to consider the advisability of 
expanding by acquiring a going busi- 
ness in an entirely unrelated field of 
industry. Prior surveys indicated that 
Aldex had reached a point where 
further expansion in its own industry 
appeared unwarranted. Earnings had 
stabilized as had the corporation’s 
Share of its industry’s market. The 
committee recommended diversifica- 
tion. The following financial informa- 
tion of Aldex was submitted to the 
Board as being of special significance. 


Capital structure: 
4% Nonvoting Cumulative 
Preferred stock, $10 par, 
400,000 shares authorized, 
200,000 shares outstanding $ 2,000,000 
Common _ stock, $10 par, 
1,000,000 shares author- 
ized, 500,000 shares out- 


SEAMING case ct scauaseoseieees 5,000,000 
Retained earnings ...............00 18,000,000 
Net worth ..........00 $25,000,000 

Working capital: 
Cag csicco cb nee $ 5,000,000 
Accounts receivable .............. 6,000,000 
TRWERROSIOS:  oicccstscsccosccsessecrcenes 6,500,000 
CRG R oicercedacexsecctaee ne 500,000 
$18,000,000 
Current liabilities .................. 8,000,000 


Working capital .... $10,000,000 


Property, plant and equipment, 





net of depreciation ..........0 $15,000,000 
Book value per share of com- 

BIO Bie Goscsesarsccncaveeneeeeeren $46.00 
Earnings and dividend record: 

Fesnare of ___Dividends___ 

Year common Preferred Common 

pC ob Ieee $6.40 $ .40 $3.00 

BOSS? qc 7.20 .40 4.00 

TOST  cccssaes 6.90 .40 4.00 

1S 4.80 .40 2.00 

BOSS access 5.20 .40 2.00 


Market value of shares: 
Common (listed on national exchange): 


jC. ree High $65 Low $55 
FAs scccssixcs High 73 Low 48 
CUPPORE.. 6iscczczsens 


Preferred (unlisted) : 
All recent sales at par 


LIMITS SET BY BOARD; 
AUTHORIZATION TO INVESTIGATE 


In submitting the foregoing infor- 
mation to the Board, the comptroller 
expressed the opinion that any ac- 
quisition should provide an equal or 
better return on the investment in 
comparison with that shown by the 
company’s own experience over the 
last five years. Average earnings ex- 
pressed as a percentage of net worth 
approximated 13% percent. The 
comptroller also expressed the opinion 
that any investment should not de- 
plete the company’s cash position 
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below an amount approximating 
$3,000,000. 

After reviewing the entire matter 
the Board adopted a resolution author- 
izing the management to investigate 
the possibilities of acquiring a busi- 
ness for the purpose of diversifying 
the operations of Aldex. The pur- 
chase price should not exceed 
$5,000,000 of which only $2,000,000 
was to come from the company’s cash. 
The balance of the purchase price 
could consist of preferred or common 
stock, debentures or funds obtained 
from bank loans. Particular attention 
should also be paid to the matter of ob- 
taining capable management. The use of 
long-term contracts, deferred compen- 
sation plans, or stock options was au- 
thorized. All of the foregoing was, of 
course, subject to stockholder approval. 

Mr. Green, a member of the Board 
and President of the company’s chief 
depository bank, announced that he 
knew of a closely held corporation 
whose stockholders might be inter- 
ested in selling. He believed the cor- 
poration could be purchased and that 
the purchase price would be within 
the limits set by the Board. Accord- 
ing to Mr. Green, the company had 
been organized just prior to World 
War II and had shown a substantial 
growth in the electronics field, an in- 
dustry quite distinct from that carried 
on by Aldex. The business had orig- 
inally been a partnership consisting 
of two individuals. One of the foun- 
ders had died and his only son had 
inherited his stock. The son was very 
active in the business and, in Mr. 
Green’s opinion, was responsible for 
much of the recent growth. The son 
and the other founder were not com- 
patible; therefore, there was a good 
chance that both parties would be 
willing to sell their interests. Mr. Green 
recommended that every effort be 
made to retain the services of the son. 
The Board then authorized Mr. Green 


482 e 


to approach the individuals involved 
and if they appeared interested to ob- 
tain copies of financial statements and 
whatever other data was available. 


FINANCIAL DATA FROM 
PROSPECTIVE SELLERS 


Several days later Mr. Green called 
Mr. Larry, President of Aldex, and 
stated that he had talked to both Mr, 
John Brown and Mr. George White, 
the stockholders of Thetaton Com- 
pany, Inc., and both had expressed an 
interest in the matter of disposing of 
their stock and were willing to discuss 
the matter with Mr. Larry or any per- 
son designated by him to represent 
Aldex. Mr. Green also stated that he 
had obtained copies of Thetaton’s 
audited financial statements for the 
last five years. These reports were 
received by Mr. Larry and analyzed 
by A. J. Deahl, the comptroller. Sub- 
sequent preliminary negotiations re- 
sulted in an audit of Thetaton and an 
appraisal of its physical properties. 
Mr. Deahl, being satisfied with the 
summary of sales and cost of sales, 
presented the following information to 
Mr. Larry. 


Condensed balance sheets: 








Book Appraised 
Values Values 
GS | SE er $ 500,000 $ 500,000 
Government 
ORGS: cexcasazovenes 500,000 500,000 
Accounts receiv- 
1) [a 450,000 450,000 
Inventories ........ 350,000 450,000 
Total current 
assets ........ $1,800,000 $1,900,000 
Cash surrender 
value of life 
insurance ........ 55,000 55,000 
Property, plant 
and equipment, 
ts ee Ree _ 2,245,000 _ 3,945,000 
Total assets .... $4,100,000 $5,900,000 
Accounts payable $ 200,000 $ 200,000 
Accrued expenses 200,000 200,000 
Provision for 
taxes on in- 
MONEE cxcainnien 400,000 400,000 
Total liabili- 
UE MRCS Sas $ 800,000 $ 800,000 
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0,000 
0,000 


0,000 
0,00 


10,000 
5,000 


5,000 
10,000 


10,000 
(0,000 


0,0 


10,000 





Capital stock 
(4,500 shares 
authorized, 
4000 shares 


outstanding)... 400,000 400,000 
Retained earn- 

ANOS) cesdscteasnenses 2,900,000 2,900,000 
Appraisal sur - 

IS cctcsestececatss — 1,800,000 





$4,100,000 $5,900,000 








Summary of earnings and dividends: 
Extraordinary 





Deductions 
Net of 
Earnings Tax Credits* Dividends 
1959 $482,000 $60,000 $120,000 
1958 456,000 60,000 100,000 
1957 430,000 50,000 24,000 
1956 382,000 40,000 24,000 
1955 330,000 40,000 24,000 
Average 416,000 50,000 58,400 


* Principally salary paid to Mr. Brown and 
amounts paid into a profit-sharing plan. 


Stock ownership: 


Shares 

ORR LOWE eos ccsiciecsscssscesencesecaes 2,250 
GeORTS: WANG ciscccdsciscscanssessccecces 1,750 
OUAE (Scarce cascssiccesesciscuctoeess 4,000 


Mr. Deahl also informed Mr. Larry 
that he believed Aldex should attempt 
to acquire Thetaton at its book value 
($3,300,000) but in any case should 
not offer more than $4,000,000 for the 
stock. 

All of the foregoing information was 
assembled by Mr. Larry and presented 
to Mr. Edwards, the company’s outside 
tax advisor, with a request for a me- 
morandum as to the best method to 
be used in acquiring the operating as- 
sets of Thetaton. 

Mr. Edwards’ memorandum ex- 
plained that there were generally two 
types of corporate acquisitions—tax- 
free and taxable. If Aldex could ac- 
quire Thetaton at its book value, as- 
suming book values represented the 
tax basis of assets, there was no par- 
ticular advantage to Aldex regardless 
of whether the transaction was tax-free 
or taxable, as the basis of the assets 
acquired would be exactly the same as 
in the hands of Thetaton. On the 
other hand, if the consideration was to 


be in excess of the book values it 
would definitely be to Aldex’s advan- 
tage to have a taxable transaction in 
order to assure a stepped-up basis for 
tax purposes. 


TAX-FREE METHODS OF ACQUISITION 


The memorandum further explained 
the various methods by which Aldex 
could acquire the assets. If the trans- 
action was to be tax-free, three meth- 
ods were available: 

1. A statutory merger! whereby Al- 
dex would exchange its stock or se- 
curities (i.e., bonds or notes) for the 
stock of Thetaton whereupon Theta- 
ton would be merged into Aldex 
thereby losing its identity and cor- 
porate existence. Aldex would con- 
tinue as the surviving corporation in 
the merger. The merger would have 
to be in accordance with the state 
laws and would have to conform in 
all respects with the statutory require- 
ments established by the state. The 
statutory merger method of acquiring 
a business has the advantage of per- 
mitting stock exchanges without re- 
gard to voting or preference rights of 
the stocks involved. The basis of the 
assets acquired by Aldex would be the 
same as the basis of the assets in the 
hands of Thetaton’s.* No gain or loss 
would be recognized to the stock- 
holders of Thetaton as long as only 
stock was involved in the exchange.® 
If cash or securities (no securities be- 
ing outstanding on Thetaton’s books) 
were received, gain would be recog- 
nized up to the amount of cash or fair 
market values of the securities re- 
ceived. In view of the amount of 
retained earnings shown on the books 
of Thetaton, the gain would in all 


1 Code section 368 (a) (1) (A). 

2 Code section 362 (b) (2). 

3 Code section 354 (a) (1). 

4 Code section 354 (a) (2) and Code 
section 356 (a) (1). 
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probability be taxed as a dividend.® 
The basis of the Aldex stock received 
by Thetaton’s stockholders would have 
the same basis as their Thetaton 
stock.® 

The fact that Aldex caused the as- 
sets to be received by a subsidiary cor- 
poration would have no effect upon 
the results.7 Any carryovers of net 
operating losses, capital losses, unused 
pension credits and certain elections 
permitted by the Internal Revenue 
Code would pass to Aldex or its sub- 
sidiary including the right to use the 
new fast write-off depreciation meth- 
ods, Lifo inventories, and other ac- 
counting procedures. The accumulated 
earnings or profits of Thetaton avail- 
able for dividends would follow the 
assets.§ 

2. If Aldex preferred to bypass the 
formalities of a statutory method it 
could still obtain the stock of Theta- 
ton in a tax-free transaction merely 
by exchanging its voting common 
stock for the stock of Thetaton.® Only 
voting stock of Aldex could be in- 
volved in the acquisition. The use 
of cash, preferred stock, or securities 
in any degree would render the trans- 
action taxable. The effects of this 
type of reorganization upon all parties 
involved would be exactly the same as 
explained under statutory mergers 
with the exception of the remarks re- 
lating to a wholly owned subsidiary. 
Since Aldex would be acquiring Theta- 
ton as a subsidiary, the exception is 
unnecessary. 

3. The third type of tax-free ac- 
quisition would consist of a deal be- 
tween Aldex and Thetaton rather than 
with Thetaton’s stockholders. In this 
transaction Aldex would issue its vot- 
ing common stock fgr substantially 

5 Code section 356 (a) (2). 

6 Code sections 358 (a) (1) and (2). 
7 Code section 368 (a) (2) (C). 

8 Code section 381. 

® Code section 368 (a) (1)(B). 


all of the properties of Thetaton in- 
cluding cash and would assume Theta- 
ton’s recorded liabilities.1° Again only 
voting stock could be used. Substan- 
tially is a nebulous word but in this 
instance the exclusion of the cash sur- 
render value of the life insurance poli- 
cies would probably not affect the 
transaction. The transfer of the as- 
sets to a wholly owned subsidiary jis 
also permitted in this type of transac- 
tion. None of the parties would have 
any recognized gain or loss and the 
basis of the assets in the hands of Al- 
dex would be the same as in the hands 
of Thetaton. The carryover of losses, 
methods, elections, earnings and pro- 
fits discussed under statutory mergers 
would also result in this type of trans- 
action. Thetaton could either con- 
tinue its existence or could dissolve 
and transfer the Aldex stock to its 
stockholders tax-free. 

This acquisition of assets rather than 
stock appears on the surface to be 
preferable as far as Aldex is concerned 
as it throws the entire burden of liqui- 
dating Thetaton upon the present own- 
ers. The purchase agreement would 
stipulate that any unrecorded liabilities 
would be their responsibility and not 
that of Aldex. This would include any 
deficiencies in federal income taxes. 
The memorandum emphasizes the im- 
portance of this fact in view of the pos- 
sible liability of Thetaton for the surtax 
on improper accumulation of surplus" 
and the possibility that income has 
been understated in prior years as 
shown by the large difference between 
book inventories and their appraised 
values. 


TAXABLE METHODS OF ACQUISITION 


The memorandum continued with 
a discussion of the methods by which 
Aldex could acquire the business of 
Thetaton in a taxable transaction. The 


10 Code section 368 (a) (1) (C). 
11 Code section 531. 
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two avenues of approach were ex- 
plained as follows: 

1. A taxable acquisition of stock 
whereby Aldex would purchase the 
stock of Thetaton from its stock- 
holders. The consideration could be 
entirely for cash or for part cash and 
part stock or securities of Aldex. In 
the absence of a statutory merger it 
would appear on the surface that the 
use of cash, securities or nonvoting 
preferred stock in any proportion 
would render the transaction taxable, 
but in order to assure a step-up in 
basis, the memorandum suggests that 
at least 21 percent of the considera- 
tion consist of something other than 
voting stock of Aldex. Thus no one 
could contend that Aldex had acquired 
control of Thetaton in exchange for its 
voting stock.* 

Having acquired ownership of all 
the stock of Thetaton, Aldex would 
immediately have to proceed to liquid- 
ate Thetaton in order to assure the 
step-up in basis. Where stock of a 
subsidiary is acquired in a taxable 
transaction and liquidation takes place 
within a two-year period subsequent 
to the date of purchase, the basis of 
the assets acquired is determined by 
allocating the cost of the stock to the 
assets on the ratio of the fair market 
value of the assets to the total fair 
market value excluding cash or its 
equivalent from the computation.'* 
Since the assets have been appraised 
at values in excess of any possible pur- 
chase price, it may be presumed that 
all of the cost of the stock can be al- 
located to tangible assets and none to 
intangibles such as goodwill. (The 
Internal Revenue Service may take 
the position that a value should first 
be placed upon intangibles such as 
goodwill and that the purchase price 





12Code section 368 (c). 
13 Code section 334 (b). 
14 Regs. section i. 334-1 (c) (4). 
15 Code section 334 (a). 


should then be allocated between the 
tangibles and the intangibles. The au- 
thor believes, however, that this posi- 
tion is untenable as any method of 
valuing intangibles should first take 
into consideration the rate of return 
upon the fair value of the tangible 
assets. If the fair value equals or ex- 
ceeds the purchase price there can 
be no intangible value involved.) Im- 
mediate liquidation is recommended 
as otherwise two sets of books would 
have to be maintained to adjust for 
transactions taking place within the 
interim period.’ If Aldex failed to 
liquidate Thetaton within two years, 
the step-up in basis would be lost and 
only the tax basis to Thetaton would 
be acquired in a subsequent liquida- 
tion.!® 

This method of acquiring Thetaton 
is not recommended because Aldex 
would be assuming the responsibility 
of liquidating Thetaton and satisfying 
any of its unpaid liabilities. 

2. The second and preferred method 
of accomplishing a taxable purchase 
would be a direct acquisition of assets 
from Thetaton. Again care should be 
exercised to be sure that substantially 
all of the assets are not acquired solely 
for voting stock. This is of course 
easier to accomplish in this type of 
transaction since it is possible to pur- 
chase only inventories and the oper- 
ating plant and equipment. Cash, gov- 
ernment securities, receivables and 
other miscellaneous assets would be 
retained by Thetaton who would also 
liquidate its own liabilities whether 
presently recorded or not. A double 
tax on the transaction, first on the sale 
by the corporation followed by a sec- 
ond tax at the time Thetaton was li- 
quidated, could be avoided by having 
Thetaton adopt a plan of liquidation 
before the sale was consummated fol- 
lowed by complete liquidation within 
a one-year period.’® 


16 Code section 337. 
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CONSIDERATIONS AFFECTING 
STOCKHOLDERS 


On or about the same time that 
Aldex had asked its tax advisor for 
suggestions as to how to acquire Theta- 
ton, Mr. Brown and Mr. White, the 
stockholders of Thetaton, had indi- 
vidually consulted their own tax ad- 
visor as to their sides of the question. 

Mr. Irvine, advisor for Mr. Brown, 
made the following comments. Mr. 
Brown was 73 years of age and a 
widower. Practically all of his es- 
tate was represented by his stock- 
holdings in Thetaton. Therefore, it 
would appear to be a wise move from 
an estate planning viewpoint to ex- 
change his stock in a closely held com- 
pany for stock which could easily be 
disposed of on a national market. 
However, he suggested that Mr. Brown 
insist on a nontaxable exchange. The 
tax basis of his Thetaton stock was 
very small in contrast with its present 
value and any taxable transaction 
would have the effect of diminishing 
the estate by approximately one-fourth. 
It would be much smarter for Mr. 
Brown to transfer his present tax base 
to the Aldex stock and depend upon 
estate tax valuation to step-up the 
basis for his heirs than to pay the 
capital gains tax during his lifetime. 
A fast computation produced the fol- 
lowing comparison: 


Taxable sale: 


Estimated value of Thetaton 
stock 


$2,500,000 
225,000 


SRN MMAIAG os ccdcich rcctinciccaworacstocvs 








$2,275,000 


anita) -QAINS. LAK” ..6..5000s.s80000 $ 569,000 


Net estate after income tax 


($2,500,000-$569,000 ) $1,931,000 





Federal and state estate taxes* 722,000 
Value of estate passing to 
MNES oa at iclor aw. consaestagiesenens 


$1,209,000 


Tax-free exchange: 


Value of Aldex stock at time 


of death $2,500,000 


998,000 


——___, 


Federal and state estate taxes* 


Value of estate passing to 


17 Tae eater a oY $1,502,000 


( 


my caee peg tae cee pe A aa by 
Code Section 2011. 

Mr. White consulted with Mr. Reed, 
his advisor, who explained the results 
of the various methods of disposing 
of his Thetaton stock. Mr. White (who 
was only 46 years old) stated that in 
the long run the method used would 
not make too much difference to him 
as it would be his intention to dispose 
of most of any Aldex stock he received 
in order to diversify his investments. 
The tax basis for his Thetaton stock 
was $885,000 based upon the valu- 


ation used to settle his father’s estate; 


therefore, capital gains would not ma- 
terially deplete his estate. He stated 
he was much more concerned with 
receiving a satisfactory price for his 
Thetaton stock and with making ar- 
rangements for an employment con- 
tract which would tend to soften the 
impact of income taxes and give him 
a chance for capital gains. 


RECONCILIATION OF DIFFERENCES 


At this stage of the negotiations a 
conference was arranged. Mr. Larry 
and Mr. Deahl represented Aldex, and 
Mr. Brown and Mr. White represented 
Thetaton. Mr. Larry stated that he 
was authorized by his company to 
make an offer to buy the inventories 
and the property, plant and equipment 
of Thetaton at their book value of 
$2,595,000. The consideration would 
consist of $1,000,000 in cash and 
31,900 shares of the common stock of 
Aldex at its present value of $50 per 
share. Mr. White countered by stating 


that he had consulted with Mr. Brown | 


and their asking price was 100,000 
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shares of the common stock of Aldex 
to be delivered in exchange for all of 
their shares of Thetaton. After much 
shadow boxing the parties found them- 
selves at an impasse represented by 
the following considerations: 

1. Aldex insisted Thetaton had a 
maximum value of $4,000,000 and 
they would only purchase plant and 
inventories in a taxable transaction 
directly from Thetaton at a price of 
$3,295,000. 

2. Mr. Brown insisted upon a tax- 
free exchange but was willing to ac- 
cept $4,000,000 as the value of his 
Thetaton stock. 

3. Mr. White agreed to the principle 
of a taxable transaction but insisted 
upon a total value of $4,500,000 and 
a direct purchase of Thetaton stock. 

At this point the meeting was ad- 
journed as Mr. Larry announced he 
would have Mr. Edwards study the 
problem to see if he could find some 
proposal which might reconcile the 
various differences of the parties. Ac- 
cordingly, the problem was placed in 
the hands of Mr. Edwards. 

Several days later, after consulting 
all of the parties, Mr. Edwards sug- 
gested the following plan: 

1. Aldex would purchase the inven- 
tories, accounts receivable and plant, 
property and equipment from Thetaton 
and would assume Thetaton’s liabili- 
ties. Thetaton, Brown and White col- 
lectively would guarantee that unre- 
corded liabilities, including tax defi- 
ciencies, would not exceed $50,000. 
The purchase price would amount to 
$3,265,000 computed as follows: 


Assets sold 


Inventories ....sssscscseescsecsssseeen $ 450,000 


Accounts receivable .............. 450,000 
Plant, property and equip- 
RRQMND? hci cs vaacavea sca secceucsncatiees 3,165,000 


4,065,000 
800,000 


$3,265,000 


Assets retained 


CASI hei claxcckenetsee ee 500,000 
Government bonds ................ 500,000 
Life WSULANCE: ..<.<<csccsececscasceoss 55,000 


Total value of Thetaton $4,320,000 


The consideration in satisfaction of 
the purchase price would consist of 
$1,020,000 in cash, 50,000 shares of 
preferred stock @ $10 and 34,900 
shares of common stock @ $50. 

If Aldex is called upon to pay any 
unrecorded liabilities up to the maxi- 
mum of $50,000 the excess would be 
allocated as an addition to the cost of 
plant, property and equipment. 

2. Thetaton would not adopt a plan 
of liquidation. It would continue in 
existence and would pay income taxes 
on the gains arising from the sale of 
its inventories and plants. It is esti- 
mated these taxes would approximate 
$280,000. The assets of Thetaton after 
payment of taxes would consist of the 
following: 

CCAGIE io stvccsscasnecisegcascativsenstegeatieens 
Government bOndS ......0<iscs.ces-> 


Aldex corporation: 
Preferred stock, 50,000 shares 


$1,240,000 
500,000 


500,000 


Common stock, 34,900 shares 1,745,000 

Cash surrender value of life in- 
SUPANGE? hisccsssdiccncueaiee 55,000 
ROR scsccaxceceeeze eae $4,040,000 








3. Mr. White would cause his 1,750 
shares of Thetaton to be redeemed by 
the company. As he would be sever- 
ing his entire connections with Theta- 
ton he would report the transaction 
as a capital gain on his income tax 
return.'* The gain would be computed 
as follows: 





Casi cies eaves esau $ 767,500 
Aldex Corporation, common 

stock 20,000 shares @ $50... 1,000,000 
Redemption Price .........sssccccceeeee 1,767,500 
AW AGS ecc cs acccvneccaseacarcexcseeterens 885,000 
CHAAR CAIN cicctesteesenstzccsececcrees $ 882,500 
"Fax: thereOne22 kucenceies $ 220,625 








17 Code section 302 (b) (3). 
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In addition, Mr. White would sign a trust could be continued, whereas the 
five-year employment contract with shares of all the other participants 
Aldex at an annual salary of $40,000. could be satisfied by a lump-sum pay- 
He would be named Vice-President of | ment assuring them of capital gains 
the electronics division and be elected treatment. | 
to the Board of Directors. The con- The foregoing plan, with each party 
tract would contain a ten-year “non- |= making some concessions, was agreed 
compete” agreement. In addition, Mr. upon and the transaction was closed ( 
White would be granted an option to __ substantially on this basis. 
purchase 5,000 shares of Aldex stock The Aldex-Thetaton case study is 
at $50 per share within a period of five important primarily because it empha- 
years. sizes what the author considers the 
4. Mr. Brown would not redeem main concern in dealing with the gen- 
his shares of Thetaton which would eral topic of mergers and acquisitions. 
remain in existence as a personal hold- = A mere knowledge of the mechanics 
me SOMpery, thereby retaining the of subchapter C of the Internal Rev- 
present value of the Thetaton shares enue Code is not enough. The tax 
of $2,475,000 without the necessity of : ; 
é : ; ; advisor must have knowledge and ex- 
paying a capital gains tax. The corpo- , : : ie 
ration would also keep the life insur-  Petience in many fields of taxation. The 
ance policies on Mr. Brown’s life in problems of the corporations must be U 
force. Inasmuch as Mr. Brown would — Telated to the problems of the indi- BE} 
not sever his connections with Theta- viduals involved and the transaction 
ton, his share of the profit-sharing reviewed from every possible tax angle. i 
Ww! 
ra 
: _ 2 : re 
ta: 
in 
tie 
MANAGEMENT SERVICES AND lay 
CLIENT PARTICIPATION tu 
One of the major differences between auditing and man- be 
agement services work occurs in the area of client participation a 
on the job. Most management services assignments are con- we 
ducted as joint efforts with the bulk of the staffing coming from liti 
within the client’s organization. The primary reason for this bec 
is that the client is interested in results rather than in reports. tint 
The quickest and best way to achieve results is to have the em 
people concerned with a problem help in its solution. ... mo 
There are other reasons for having the clients provide the cor 
bulk of the staff on management services assignments. It ; 
reduces the cost of the work. It taps the long experience and bes 
intimate knowledge of the problems and the people involved. vid 
In some cases the clients’ staff is able to make major contribu- Or | 
tions to the solution of the problems themselves. oth 
Management Services Department, iis, 
THE ARTHUR YOUNG JouRNAL, April 1960 rie 
9001 
Tax, 
firm 
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New York State Tax Forum 


Conducted by PETER ELDER, CPA 


It is with pride and gratitude that we announce our good fortune 
in obtaining the consent of Mr. Peter Elder, CPA, to serve as 
the editor of this department for a one-year period beginning 
with the current issue. Mr. Elder has requested that we publicize 
the fact that he would welcome comments from our readers on 
New York State and local taxes, as well as suggestions regarding 
subjects which might be included in the department. Comments 
and suggestions should be addressed to Mr. Elder at the Society’s 
office or at 70 Pine Street, New York 5, N. Y.—THE EDITOR 


UNINCORPORATED BUSINESS TAX— 
EXEMPTION 


Once again the question of profes- 
sional and personal service activities 
which are exempt from the unincorpo- 
rated business tax was the subject of 
recent litigation. Section 386 of the 
tax law is very specific in its language 
in excluding certain professional activi- 
ties from tax, such as the practice of 
law, medicine, dentistry and architec- 
ture which, under existing law, cannot 
be conducted through the medium of 
a corporation. If the law stopped there, 
we would probably have had much less 
litigation involving this section than has 
been the case. However, the law con- 
tinues so that the excluded activities 
embrace “any other case in which 
more than 80 percent of the gross in- 
come is derived from the personal ser- 
Vices actually rendered by the indi- 
vidual or members of the partnership 
or other entity in the practice of any 
other profession and in which capital 





PETER ELDER, CPA, is chairman of our 
Society's Committee on New York State 
Taxation. Mr. Elder is a member of the 
firm of Peat, Marwick, Mitchell & Co. 


is not a material income producing 
factor.” 

The latest effort to come within the 
provisions of Section 386 came from 
an actuary. However, in what appears 
to be a continued approach by the 
courts to strictly interpret the law, 
exemption was not granted the peti- 
tioner. In the Matter of the Applica- 
tion of Mark Kormes vy. State Tax 
Commission, decided by the Supreme 
Court, Appellate Division, Third Judi- 
cial Department, December 31, 1959, 
the court reached the conclusion that 
the activities of an actuary are not those 
of a profession and thus, not exempt 
from the unincorporated business tax. 

Both the petitioner and the Commis- 
sion evidently had agreed that more 
than 80 percent of the petitioner’s in- 
come was derived from personal ser- 
vices and that capital was not a ma- 
terial factor to the petitioner’s income. 
However, what the parties did not 
agree upon was whether the petitioner’s 
activities were such as to come within 
the statutory definition or concept of 
the word “profession.” The court, in 
analyzing the issue, reminds us that 
whether an occupation is a profession 
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is a question of law and not a question 
of fact. Although the petitioner had 
received a college degree and belonged 
to various actuarial societies, it was 
indicated that no specific degree is re- 
quired of a person who is an actuary 
and is granted fellowship in the Casu- 
alty Actuarial Society. 

The court, in quoting from prior 
case law, stated that “it was never the 
legislative intent and purpose of the 
exemption clause to create professional 
exemptions to consultants who under- 
take to advise management as to its 
business or industrial affairs.” Thus, 
the actuary has joined the chiroprac- 
tor, the commercial artist, the manage- 
ment consultant and many others, 
whose activities the cour’. have held 
not to come within the purview of 
Section 386 of the tax law. The one 
hopeful comment made by the court 
was that “it may well be that peti- 
tioner’s relief and others in like posi- 
tions would depend on legislative re- 
vision of Article 16-A.” 


ACTIVITIES REPORT OF 
FOREIGN CORPORATIONS 


It is quite often very difficult to de- 
termine whether the activities of a for- 
eign corporation within the State of 
New York are of sufficient scope so as 
to subject the corporation to liability 
under the franchise tax law. Section 
211 of the New York State Franchise 
Tax Law states that every foreign cor- 
poration having an officer, agent or 
representative within the State shall 
annually, on or before May 15, trans- 
mit to the Tax Commission a report 
in a form prescribed by it setting forth 
such information as the Commission 
may prescribe. The regulations indi- 
cate that a foreign corporation is not 
required to file reports merely because 
one or more of its officers, agents or 
representatives reside or have an office 
in some other capacity in New York or 
come into the State at infrequent in- 


tervals in connection with isolated 
transactions of the corporation. 

Suppose the activities in New York 
of the foreign corporation go beyond 
the description in the law and regula- 
tions. What action should be taken 
by the corporation? It would appear 
that the wisest approach would be to 
file Form 245 CT, New York State 
Activities Report of Foreign Corpora- 
tions. The filing of this form will per- 
mit the Commission to determine 
whether the activities of the foreign 
corporation in New York are of suff- 
cient scope so as to subject the corpo- 
ration to the franchise tax under Arti- 
cle 9A and require the filing of a Form 
3 CT, the regular franchise tax report. 
The regulations also seem to imply that 
unless the corporation is advised by 
the Tax Commission concerning lia- 
bility for franchise tax, it can consider 
itself not subject to tax—a sort of “no 
news is good news” idea. 


NEW YORK CITY GROSS RECEIPTS TAX 


On March 31, 1960 the Court of | 
Appeals in the Matter of United States | 


Steel Corporation Vv. Gerosa held that 
inasmuch as the State Legislature did 
not include the words “holding com- 
panies” in its enabling statute, the City 
of New York was precluded from ex- 
tending the definition of a_ financial 


business to include holding compa- | 


nies. The Comptroller, therefore, as- 
sessed the deficiency tax without 
authority since holding companies may 
not be taxed at the financial rate or on 
the financial basis. 

The U. S. Steel Corporation func- 
tioned as a holding company. Its sole 
activities consisted of holding stock of 
subsidiary operating companies; coor- 
dinating and supervising activities of 
such companies and at times helping 
to finance such operations; and receipt 
of dividends and interest from the sub- 
sidiaries, with such funds being depos 
ited in New York banks. It filed, 
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under protest, timely business and 
financial tax returns for each of the 
years involved, reporting its tax on ap- 
proximately 2 percent of gross income. 

An assessment was issued based on 
an allocation to the City of 12% per- 
cent of the gross income received, 
using the financial business rate in 
effect for such years, namely, 2/5 of 1 
percent. The case indicates that a 
greater tax would have resulted had 
the general business rate of 1/5 of 1 
percent been applied to gross receipts 
without allocation. However, the ap- 
pellant never conceded that such tax 
could have been imposed upon the 
basis of the entire gross receipts, with- 
out regard to apportionment. As indi- 
cated above, the court stated that the 
City was without authority to assess a 
tax at the financial rate against the 
U. §. Steel Corporation, since it was a 
holding company. The court did not 
decide whether a higher tax would re- 
sult if the general business rate had 
been used. 

It should be noted that according 
to the dissenting opinion, the sole ques- 
tion for decision is whether the appel- 
lant owes to the City “General Busi- 
ness and Financial Taxes,” in at least 
the amount assessed by the Comp- 
troller. The dissent further states that 
the record is clear that the taxes as 
assessed are valid and owed; also, that 
the general business and financial tax 
is one tax, not two; that if the entire 
receipts had been taxed at the rate of 
2/5 of 1 percent, the Controller would 
have acted illegally, but since the rate 
used in the assessment was figured at 
1/20 of 1 percent, he was acting 
legally. Therefore, since the rate used 
was well below the authorized tax on 
“general business” and since U. S. 
Steel Corporation, if not a financial 
business, is certainly a taxable New 
York City business of some kind, the 
tax levied was valid and there is noth- 
ing to litigate. 


In view of the above decision, a 
bulletin (No. 1960-2, “Holding Com- 
panies”) was issued by the Special 
Deputy Comptroller under date of 
April 18, 1960. The bulletin indicates 
that holding companies which operate 
solely in the City of New York are 
subject to tax, at the general business 
tax rate, on their entire receipts from 
interest and dividends from controlled 
corporations; that such companies are 
not entitled to allocate any part of their 
receipts merely because the controlled 
corporations paying such interest or 
dividends are located, in whole or in 
part, outside the City or State of New 
York; and further, that while a hold- 
ing company with offices within and 
without the City is entitled to allocate 
dividend or interest receipts from con- 
trolled corporations on the basis of the 
office to which the receipts are attrib- 
utable, allocation may not be made on 
the basis of the location of the con- 
trolled corporation paying the dividend 
or interest. 

The bulletin further comments that 
since the decision of the U. S. Steel 
case was handed down after the expi- 
ration of nine months of the 1959- 
1960 privilege period, an alternative 
method of paying the tax based on the 
1959 calendar year will be permitted. 
Thus, a taxpayer may elect to pay the 
tax on the basis of the existing hold- 
ing company regulations except that 
the tax should be computed using the 
general business rate and not the finan- 
cial business rate. An election may be 
made to apply the allocation formula 
as provided for in Articles 248 and 


_ 205 of the law, computing the tax at 


the general business tax rate. If such 
an election is made, Schedule E must 
be completed for the calendar year 
1959. It should be noted that the 
bulletin refers only to the privilege year 
commencing July 1, 1959 and ending 
June 30, 1959, returns therefor being 
due May 15, 1960. 
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Accounting and the SEC 


Conducted by Louis H. RAPPAPORT, CPA 


PRO FORMA FINANCIAL STATEMENTS 


The SEC rule under the 1933 Act 
relating to pro forma statements is as 


follows: 

Rule 170. Prohibition of Use of Certain 
Financial Statements. 

Financial statements which purport to 
give effect to the receipt and application 
of any part of the proceeds from the sale 
of securities for cash shall not be used 
unless such securities are to be offered 
through underwriters and the underwrit- 
ing arrangements are such that the under- 
writers are or will be committed to take 
and pay for all of the securities, if any 
are taken, prior to or within a reasonable 
time after the commencement of the pub- 
lic offering, or if the securities are not so 
taken to refund to all subscribers the full 
amount of all subscription payments made 
for the securities. The caption of any such 
financial statement shall clearly set forth 
the assumptions upon which such state- 
ment is based. The caption shall be in 
type at least as large as that used generally 
in the body of the statement. 


Rule 170 (quoted above) represents 
a substantial revision and relaxation 
of an earlier SEC rule on the same 
subject. The old rule prohibited the 
use of pro forma financial statements 
giving effect to the receipt and appli- 
cation of proceeds from the sale of 
securities unless the sale was under- 
written and the underwriters were to 
be irrevocably bound, on or before the 





LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
COUNTING PRACTICE AND PROCED- 
URE. 


date of the public offering, to take the 
issue. Presumably the SEC believes 
that with the safeguards built into the 
present rule, investors are not likely to 
be hurt by reading a pro forma balance 
sheet which complies with the new 
rule. If the financial condition por- 
trayed in the pro forma balance sheet 
is not ultimately realized because of 
the failure of the underwriter to take 
and pay for all the securities, those 
investors who bought the securities will 
have their money returned. 

If an accountant is called upon to 
assist in the preparation of a pro forma 
balance sheet of the type under con- 
sideration, he should ascertain the na- 
ture of the underwriting commitment, 
whether it complies with SEC Rule 
170, and whether the statement com- 
plies with AICPA pronouncements on 
the subject. 

The SEC has a similar rule under 
the 1934 Act relating to pro forma 
financial statements. The rule follows: 

Rule X-15C1-9. 

The term “manipulative, deceptive, of 
other fraudulent device or contrivance,” as 
used in Section 15(c)(1) of the Act, 3s 
hereby defined to include the use of finan- 
cial statements purporting to give effect to 
the receipt and application of any part of 
the proceeds from the sale or exchange of 
securities, unless the assumptions upon 
which each such financial statement 1 
based are clearly set forth as part of the 
caption to each such statement in type at 
least as large as that used generally in 
the body of the statement. 
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It will be seen that the rule under 
the 1933 Act relates to the receipt 
and application of the proceeds from 
the sale of securities for cash, whereas 
the rule under the 1934 Act applies 
to the receipt and application of the 
proceeds from the sale or exchange 
of securities. 

There have been relatively few pub- 
lished decisions by the SEC involving 
pro forma financial statements. Prob- 
ably the most glaring case reported by 
the SEC was Leedy, Wheeler & Com- 
pany (16 SEC 299, 1944). This 
company was a broker-dealer regis- 
tered with the SEC under the 1934 
Act. The Commission had instituted 
proceedings against the company under 
that Act to determine whether its 
registration as a broker-dealer should 
be revoked because the firm had sold 
certain bonds of a gas company by 
means of false and misleading state- 
ments. The bonds of the gas company 
were believed to be exempt from the 
registration requirements of the 1933 
Act and were therefore not registered 
under that Act. 


Under the 1934 Act it is unlawful 
to use or employ any manipulative or 
deceptive device in the sale of secur- 
ities. In Rule X-15C1-9 the term 
“manipulative, deceptive, or other 
fraudulent device or contrivance” in- 
cludes the use of financial statements 
purporting to give effect to the receipt 
and application of any part of the pro- 
ceeds from the sale of securities, un- 
less the assumptions upon which the 
statement is based are set forth as 
part of the caption of the statement. 

In this case the offering circular 
telating to the gas company bonds in- 
cluded a pro forma balance sheet that 
had been prepared on the assumption 
that an informal oral agreement would 
be carried out. The balance sheet dis- 
closed that it gave effect “to present 
financing” with no further indication 


of the nature of the financing. The 
balance sheet also gave effect to the 
discharge of indebtedness to officers 
and others .by issuance of preferred 
stock but gave no indication that such 
adjustment had been made. Further- 
more, the agreement to issue the pre- 


-ferred stock was of doubtful enforce- 


ability. 

Other adjustments were also re- 
flected in the pro forma balance sheet, 
also without disclosure. In the prepa- 
ration of the pro forma balance sheet 
a deficit in earned surplus had been 
eliminated. The deficit was charged 
partly to capital stock and partly to 
reserve for depreciation. The reader 
of the balance sheet had no way of 
knowing that a deficit had been elimi- 
nated. The pro forma balance sheet 
showed that the gas company was in a 
liquid position whereas the actual bal- 
ance sheet (which was not included in 
the offering circular) told a different 
story. A prospective investor could 
not ascertain the gas company’s condi- 
tion from the information given in the 
offering circular or in the pro forma 
balance sheet. 

In finding the documents mislead- 
ing and deceptive, the Commission 
said: 

A pro forma balance sheet does not por- 
tray the actual financial condition of an 
enterprise. It is a statement based on a 
balance sheet taken from the books of ac- 
count, but adjusted to incorporate various 
hypothetical transactions which have not 
in fact occurred at the date of the balance 
sheet, but whose occurrence is contem- 
plated. Since such a balance sheet does 
not purport to portray the actual financial 
condition of a company at the balance 
sheet date, it is plainly necessary that it 
indicate the assumptions which underlie its 
preparation, so that one examining the 
statements will be fully apprised as to 
which items in it are based on fact and 
which on assumption. Without such dis- 
closure a pro forma statement is meaning- 
less and deceptive. 


In Marquette Mines, Inc. (8 SEC 
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172, 1940), a registration statement 
was filed under the 1933 Act, which 
included a pro forma balance sheet 
giving effect to the receipt and applica- 
tion of cash proceeds from the pro- 
posed offering and sale of stock. In- 
asmuch as no underwriter was com- 
mitted to take any of the issue, the use 
of this balance sheet was plainly mis- 
leading and a violation of the Com- 
mission’s Rule 170. Even before the 
Commission adopted Rule 170, it had 
consistently held that the use of pro- 
forma balance sheets in similar cir- 
cumstances (that is, where there was 
no firm commitment by a responsible 
underwriter to take the securities) was 
misleading. (See, for example, Had- 
dam Distillers Corp., 1 SEC 382 
(1934); Continental Distillers & Im- 
porters Corp., 1 SEC 78 (1935); and 
Bering Straits Tin Mines, Inc., 2 SEC 
497 (1937).) 

The SEC, in Accounting Series Re- 
lease No. 53 (1945), stated its views 
regarding the showing of income taxes 
in financial statements which are de- 
signed to give effect to specified trans- 
actions. The SEC said that the pro- 
vision for taxes may, depending on all 
the facts and circumstances, properly 
represent either (a) the actual taxes 
paid during the period adjusted to give 
effect to the specified transactions ot 
(b) an estimate of the taxes that it is 
expected will be payable should the 
income of future years be equal in 
amount to the adjusted income shown 
in the statement. The statement should 
clearly show what the provision for 
taxes purports to represent. 

Subsequent to the date of a balance 
sheet and before its issuance, a trans- 
action may be consummated (or an 
event may occur) which is so material 
in relation to the financial position of 
a company that the transaction (or the 
event) should be disclosed in the bal- 
ance sheet. Assume, for example, that 
a company having a fiscal year ending 
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September 30 acquires on the follow- 
ing November 1 the assets of another 
company. The acquisition increases 
the company’s assets from $15,000,000 
to $26,000,000. The acquisition also 
increases the company’s liabilities since 
it is financed largely by borrowing. 
Most accountants would agree that a 
consummated transaction of such sig- 
nificance should be disclosed in some 
way in a balance sheet prepared as of 
September 30. Some accountants also 
believe that, in addition to presenting 
the actual balance sheet at September 
30, there should also be presented a 
pro forma balance sheet at that date 
giving effect to the November 1 ac- 
quisition and the related financing. Fre- 
quently these balance sheets are pre- 
sented in columnar form, the first col- 
umn showing the actual balance sheet 
at September 30 and the second col- 
umn a pro forma balance sheet at that 
date. The headnote of the statement 
would indicate that the pro forma bal- 
ance sheet gives effect to the acquisi- 
tion of certain assets on November 1 
and the method by which the acquisi- 
tion was financed. The headnote would 
also make reference to a note to the 
financial statements which would de- 
scribe the acquisition and related fi- 
nancing in some detail. 

In an actual case filed with the SEC, 
the detailed note to the financial state- 
ments read as follows: 

Under the provisions of a contract dated 
September 23, 19........ , the company pur- 
chased on November 1, 19........ , the assets 
of (name of company) including plants in 
(cities), inventories, and certain other as- 
sets; assumed certain liabilities of that com- 
pany and paid the balance of the purchase 
price from funds borrowed from a bank. 


These transactions are reflected in the ac- 
companying pro forma balance sheet which 


gives effect as of September 30, 19........ - 
to (a) the loan of $ from (name 
of bank), (b) the purchase of the assets of 
(name of company) for $ A 
and (c) the: settlement of the purchase 
price by (1) the assumption of $ 

liabilities and (2) the payment of $ 

in cash, all of which transactions were 
consummated as of November 1, 19......... 


Inasmuch as this was a completed 
transaction, the certifying accountant 
had no difficulty in expressing an opin- 
ion on the pro forma balance sheet 
which gave retroactive effect to a sub- 
sequent transaction. The accountant’s 
certificate related to both the actual 
and pro forma balance sheets and was 
as follows: 


We have examined the balance sheet of 
(name of company) as of September 30, 
CS , and the related statements of in- 
come and earned surplus for the years 
ended September 30, 19........ and. 193.2... 
Our examination was made in accordance 
with generally accepted auditing standards 
and accordingly included such tests of the 
accounting records and such other audit- 
ing procedures as we considered necessary 
in the circumstances. We have also exam- 
ined the accompanying pro forma balance 
sheet which is based upon the aforemen- 
tioned balance sheet and gives effect to the 
transactions set forth in Note 1. 

In our opinion, (a) the accompanying 
balance sheet and statements of income and 
earned surplus present fairly the financial 
position of (name of company) at Septem- 
ber 30, 19%... , and the results of their 
operations for the years ended September 
30, 19.42 and: 19%... , in conformity with 
generally « *cepted accounting principles ap- 
plied on a consistent basis, and (b) the 
accompanying pro forma balance sheet pre- 
sents fairly the financial position of the 
company as it would have appeared at 
September 30, 19........ , had the transactions 
set forth in Note 1 been consummated at 
that date. 
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Administration of 


A CPA Practice 


Conducted by MAx BLock, CPA 


BILLING FOR PERSONAL INCOME 
TAX RETURNS 


In those instances where charges are 
made for the preparation of personal 
income tax returns, a question arises 
as to the most efficient method of fee 
determination and billing. The prac- 
titioner’s status will unquestionably 
have some bearing on both. Certain 
problems are common to all account- 
ants and airing them may provoke 
consideration of improvement, where 
needed. 

A fair charge is one that is based 
on the time required for preparation 
and review, and a nominal charge, if 
any, for typing (or other reproduc- 
tion), assembly, and mailing or deliv- 
ery. Time can readily be accumulated 
if a processing form, containing pro- 
vision for recording time, accompanies 
the return. Thus, as a return is proc- 
essed and completed, the basis for the 
bill is developed, permitting its prompt 
preparation and mailing with the re- 
turn or very shortly afterwards. A 
long delay in mailing the bill not only 
slows up collections but may be more 





MAX BLOCK, CPA (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Practice of 
the New York State Society of Certified 
Public Accountants. He is a lecturer at 
the Baruch School of Busmess and Public 
Administration of The City College of New 
York in the graduate course on Accounting 
Practice. Mr. Block is a member of the 
firm of Anchin, Block & Anchin. 


provocative of questioning of the 
amount. Moreover, the lack of a bill- 
ing control may result in some failures 
to bill, or in unreasonable delays that 
may cause embarrassment. 

Where time is not the basis for the 
fee, as where an established charge is 
made, or if the fee is determined by 
the complexity of the return, the 
billing mechanics must be adapted 
thereto. In the case of an established 
charge, the bill can be prepared in 
time to be mailed with the return, or 
shortly afterwards, as desired. The 
only problem here is the control uti- 
lized to insure billing. The processing 





form (see specimen in December 1958 | 


department) may serve as a control if 
billing instructions are recorded on it. 

Where the fee is determined on the 
basis of intangible considerations, the 
control procedure is not as simple. 
The processing form may direct, as 
billing instructions, that the office copy 
of the return, together with a blank 
billing instructions form, be turned 
over to a specified person for determi- 
nation of the charge. But there must 
be further control to insure that the 
fee is computed and turned in for 
billing. One method of insuring com- 
pliance is to require that as returns 
are submitted for fee determination, 
the taxpayer’s name be recorded in 4 
simple billing register. When the fee 
is computed, a record of the date, 
(perhaps also the amount also), 
noted in the register. Periodic reviews 
of the register should be made to 
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ascertain the unbilled items to be in- 
vestigated; or, a duplicate of the com- 
pleted billing instructions form may be 
retained in a central file, to be cleared 
out when the bill is prepared. 


ASSIGNMENT OF RESPONSIBILITY 


It is commonly recognized that most 
employees will develop more effec- 
tively under conditions that permit 
them to express their abilities and to 
exercise initiative. This is especially 
true in the case of professional staff 
members. One of the basics in em- 
ployee development is the intelligent 
assignment of responsibility. 

Here is a quotation on the subject 
of responsibility, by a previously cited 
writer, Simone Weil, that has spiritual 
as well as practical implications, and 
is therefore very striking. 

“,.. to feel one is useful and even 
indispensable, are vital needs of the 
human soul. For this need to be satis- 
fied it is necessary that a man should 
often have to make decisions in mat- 
ters great or small affecting interests 
that are different from his own, but in 
regard to which he feels a personal 
concern. He also requires to be con- 
tinually called upon to supply fresh 
efforts. Finally, he requires to be able 
to encompass in thought the entire 
range of activity of the social organ- 
ism to which he belongs, including 
branches in connection with which he 
never has to make a decision or offer 
any advice. For that, he must be made 
acquainted with it, be asked to interest 
himself in it, be brought to feel its 
Value, its utility, and, where necessary, 
its greatness, and be made fully aware 
of the part he plays in it.” 
ENGAGEMENT CONTRACTS 

“Put it down in writing” is a prin- 
ciple advocated by lawyers and ac- 
countants to indicate agreement and 
{0 minimize later misconceptions. Ac- 
countants are concerned with it in the 


case of arrangements with new clients 
and for special engagements with old 
clients. However, it is suspected that 
written understandings between prac- 
titioner and client are prevalent mainly 
in the ranks of the larger practition- 
ers. Oral understandings are much 
more prevalent in the case of smaller 
practitioners. Does it follow that the 
widespread existence of oral agree- 
ments affirms their desirability and 
practicality? This is a moot point. 

Some written record of the under- 
standing between accountant and cli- 
ent, even for small organizations, is 
desirable for these reasons: 

1. It defines the services to be 
rendered. 

2. It may, in the case of annual 
retainers of an all-inclusive nature, 
specify the excluded services. 

3. It fixes the fee and the effective 
term. 

4. It may provide for fee adjust- 
ments, particularly in the case of an- 
nual retainers; for excess time; for 
unusual achievements; and for cost 
increases. 

5. In the case of fixed-fee engage- 
ments, it may state the approximate 
time budgets for specified or unspeci- 
fied personnel. 

6. It can clarify the responsibili- 
ties of the accountant and the client 
for employee frauds and embezzle- 
ments not detected within reasonable 
time periods. 

7. It can define and list the services 
to be performed by the client’s organi- 
zation in connection with audits and 
tax return preparation. 

The written agreement need be no 
more than a letter by the accountant 
confirming the oral arrangements. It 
would be well to have the client sign 
a duplicate copy, for the accountant’s 
file. This record may be very helpful 
in the event that any one of the cov- 
ered subjects should become a point 
of discussion at a later date. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss, CPA 


The 1960 New York State legislat- 
ive session produced some important 
changes in the laws affecting payroll 
and fringe benefits in addition to the 
amendments to the New York unem- 
ployment insurance statute discussed 
last month in this department. 


MINIMUM WAGE LAW 


For the first time, the state has set 
a statutory minimum wage for all em- 
ployees except those specifically ex- 
empted. Effective October 1, 1960, 
the minimum hourly rate is $1 an 
hour. Existing wage orders remain in 
effect until that date. The original 
state minimum wage law was enacted 
in 1937. It set no general minimum 
but provided for industry wage boards 
which had heretofore covered ten in- 
dustries by different standards. 

Specifically, the new law extends 
minimum wage coverage to 700,000 
workers who are not covered by either 
a state minimum wage order or by the 
Federal Fair Labor Standards Act, and 
establishes the $1 an hour minimum 
wage rate. Higher minimums may be 





SAMUEL S. RESS, CPA, is engaged in 
public practice in New York City. Dr. 
Ress was formerly a member of our 
Society's Committee on New York State 
Taxation and chairman of its Subcommittee 
on Unemployment Insurance. 
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established through wage board pro- 
cedure. Nonprofit institutions may be 
exempted on certification that they pay 
a cash wage of at least $1 an hour. 

In all cases, however, allowances 
provided by the employer, such as 
meals, lodging, uniforms or gratuities, 
may be taken into account in estab- 
lishing the $1 minimum wage con- 
pliance requirement. 


Workers specifically exempted from | 


the minimum are domestic servants; 
farm laborers; executive, administra- 
tive and professional employees; out- 
side salesmen; taxicab drivers; volun- 
tary workers for nonprofit religious, 
charitable and educational institutions; 
members of religious orders; and gov- 
ernment employees. 

Wage rates lower than the minimum 
may be permitted for learners, appren- 
tices, handicapped persons and stu- 
dents employed at summer hotels and 
camps. 

A more expeditious procedure 1 
provided relative to industry wage 
board orders providing for payment of 
higher rates of pay, overtime and fot 
other wage payment requirements such 
as minimum call-in or standby pay. 

Employers dissatisfied with wage 
order requirements may file appeals 
However, they are required to pos 
security with the Labor Departmen! 
pending the final disposition of th 
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appeal so as to protect workers against 
negation of wage orders through de- 
fault or dissolution of employers in 
the event the appeal is unsuccessful. 


WORKMEN'S COMPENSATION 
INSURANCE 

Higher premium charges should be 
anticipated as a result of the amend- 
ment to the Workmen’s Compensation 
Law increasing the maximum benefit 
rate from $45 to $50 per week start- 
ing July 1, 1960. Effective September 
1, 1960, payment of workmen’s com- 
pensation cash benefits will be made 
for the first week of a disability lasting 
more than 28 days, instead of the 
present 35-day period. 

Starting January 1, 1961, compul- 
sory coverage by employers of more 
than one employee will take effect. 
Last year, coverage was extended to 
employers of more than two employ- 
ees. This new provision may affect 
many small accounting firms. Non- 
profit organizations which are pres- 
ently required to be covered if they 
employ four or more persons, will be 
subject to the same requirements as 
other employers. 


DISABILITY BENEFITS LAW 


The maximum weekly disability ben- 
efit rate is raised from $45 to $50 
effective July 1, 1960. Coverage is also 
extended to employers of more than 
one employee. Starting January 1, 
1961, disability benefit coverage is 
mandated for all nonprofit institutions. 
Exemptions are provided for profes- 
sional employees, teachers, and recipi- 
ents of charitable aid in certain of the 
nonprofit institutions. Effective im- 
mediately, public authorities are per- 
mitted to voluntarily cover their em- 
ae under the Disability Benefits 
aw. 


Another amendment provides that 
an approved plan to furnish benefits 
may be terminated immediately upon 
written notice, instead of ninety days 
after terminatiOn notice is given. This 
places upon the employer the burden 
of taking immediate action to obtain 
a new policy or suffer the penalties 
imposed upon an employer who oper- 
ates his business without providing 
coverage required by law. 


GROUP HEALTH INSURANCE PLANS 


All such coverage obtained by em- 
ployers for employees under policies 
issued on and after January 1, 1961, 
must provide that an employee is 
permitted to convert the policy to an 
individual policy at fair premiums, on 
retirement or termination of employ- 
ment or union membership. Coverage 
for any dependents included in the 
group plan must be offered. Provision 
is made to insure fair rates for those 
who are 60 years of age or older with- 
out increasing the cost of group mem- 
bers’ coverage. Group plans offered 
by private carriers and by hospital 
service and medical expense indemnity 
corporations, such as “Blue Cross” 
and “Blue Shield,” are affected. 


TIME OFF TO VOTE 


Under the present law a worker is 
entitled to two hours’ absence with 
pay while the polls are open, irrespec- 
tive of the number of hours outside 
his workday which he has available 
for voting. Effective January 1, 1961, 
the present provision is repealed. The 
amendment provides that if an em- 
ployee has less than four consecutive 
hours to vote before or after his work- 
ing hours, he may take off so much 
of his working time as will enable him 
to vote, but no more than two hours 
with pay must be provided. 
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Federal Taxation 


Decisions and Rulings—RICHARD S. HELSTEIN, CPA 


Commentary 


—Committee on Federal Taxation 


Chairman, HERBERT M. MANDELL, CPA 


DECISIONS AND RULINGS 


DEALERS RESERVE INCOME 
ADJUSTMENT ACT OF 1960 


In the case of Commissioner Vv. 
Hansen (1959, 360 US 446; discussed 
in the September 1959 NYCPA, page 
675), the Supreme Court held that 
dealers must accrue and report as 
income, upon the discounting of cus- 
tomers’ installment paper, the percent- 
age withheld by banks or finance com- 
panies as security for payment. 

On May 13, 1960 the President 
signed P. L. 86-459 to afford relief 
to dealers who would otherwise have 
had to pay large tax deficiencies be- 
cause of the foregoing decision. The 
Act does not change the “rule” enun- 
ciated by the Supreme Court, but 
provides two alternative methods for 
paying the deficiencies, one of which 
must be elected prior to September 1, 
1960. The relief provisions apply to 
taxpayers who, for taxable years end- 
ing on or before June 22, 1959, were 
on the accrual basis but deferred re- 
porting of the reserve income in ques- 
tion to a later year. Such taxpayers 
may make the election if the tax years 
involved were open on June 21, 1959. 

The first alternative is to apply Sec- 
tion 481 to the difference between 


the opening dollar reserve balance in 
the year in which the change to the 
correct method is made, and the open- 
ing dollar reserve balance in 1954 (or 
an earlier year if it is still open). The 
second alternative permits the compv- 
tation, for each year, of the deficiency 
or overassessment which would have 
arisen if the income had been reported 
in the proper year. The net sum of 
these amounts, plus interest accrued 
both on the deficiencies and overpay- 
ments to the date of the election, may 
be paid in 10 equal annual install 
ments. The installment privilege wil 
be terminated when the taxpayer 
ceases to engage in a trade or business. 


RESTRICTED EMPLOYEE 
STGCK OPTIONS 


Section 421(e) provides that where 
there is a modification, extension, 0 
renewal of a restricted stock option 
which had already been granted, such 
modification, extension or renewal 
shall be considered as the granting of 
a new option. 

A corporation had granted an op 
tion to one of its officers to purchas 
2,000 shares of its common stock # 
$12 a share. At the time of the grant 
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ing of the option, the corporation had 
a wholly owned subsidiary. Subse- 
quently, and before the exercise of the 
option, the stock of the subsidiary was 
distributed to the stockholders of the 
parent corporation under a plan of 
corporate separation. As a result, the 
market value of the parent’s common 
stock decreased from $15 to $9 a 
share, and the market value of the 
separated corporation stock was $7 a 
share. The plan of separation provided 
that the economic benefits accruing to 
the optionee prior to the corporate 
separation would be preserved. In or- 
der to carry out this provision, the 
former parent company reduced pro- 
portionately the option price of the 
stock subject to the original option, 
ie., to $6.75 per share; and the sep- 
arated company granted a new option 
to permit the officer to purchase 2,000 
of its shares at $5.25 per share. There 
were no other changes in the option. 

The Commissioner has ruled that 
this constitutes a modification because 
the employee received additional ben- 
efits which he did not have under 
the old option. These benefits were 
construed as (1) a reduction in the 
option price of the original stock; and 
(2) the granting of a new option on 
the former subsidiary’s stock which 
the officer did not have previously, 
and which he could exercise in addi- 
tion to the old option. Thus, the 
Commissioner has ruled, the transac- 
tion did not constitute a substitution 
of a new option for an old option 
under a corporate reorganization as 
provided in Section 421(g). (Rev. 
Rul. 60-168.) 





RICHARD S. HELSTEIN, CPA, has been 
a member of our Society since 1940. He 
is chairman of the Committee on Publica- 
tions and was formerly a member of the 
Committee on Federal Taxation. Mr. Hel- 
stein is associated with J. K. Lasser & Co. 


TREATMENT OF BENEFITS RECEIVED 
UNDER AN EMPLOYEES’ TRUST 


Section 402 provides that distribu- 
tions from an exempt employees’ trust 
received within one taxable year on 
account of an employee’s death or 
other separation from the service shall, 
to the extent that there is income, be 
treated as a long-term capital gain. 

The Seventh Circuit Court of Ap- 
peals, affirming the District Court, has 
strictly interpreted this section. A tax- 
payer had been an employee of a 
wholly owned subsidiary of Sears 
Roebuck & Company and, as such, 
participated in the profit-sharing pen- 
sion fund of Sears Roebuck. When 
Sears sold a part of its shares in the 
subsidiary, so that the latter ceased to 
be wholly owned, the taxpayer was no 
longer eligible to participate in the 
pension fund. The taxpayer elected to 
withdraw his share rather than trans- 
ferring to another trust. Holding that 
there was “no separation from the 
service” the courts ruled that the 
amount received which represented 
income was to be treated as ordinary 
income and did not qualify for capital 
gains treatment under Section 402. 
(Phillip J. McGowan, et al. v. U.S., 
CA-7, 4/26/60.) 


MEDICAL EXPENSES 


A new law (P. L. 86-870) has 
amended Section 213 to provide that 
commencing in 1960 a taxpayer or 
his wife may deduct medical expenses 
paid on behalf of dependent parents 
without regard to the 3 percent limi- 
tation if the parent has reached age 
65 by the end of the taxable year. 
The meaning of the term “dependent” 
is the same as that for an exemption 
(see Section 152) except that the $600 
gross income limitation (Section 151) 
does not apply. 

The law also provides that additions 
to income, estate or gift tax returns 
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because of late filing, or penalties for 
underpayment of estimated tax may 
be assessed without the issuance of a 
ninety-day letter. 


MISCELLANY 


e District Directors now have the 
authority to accept “offers in compro- 
mise” in cases where the liability (in- 
cluding additions to the tax) is less 
than $25,000. Previously, the District 
Directors were limited to a $5,000 
liability. This ruling, which is effective 
July 1, 1960, also covers cases involv- 
ing specific penalties. (Commissioner 
Delegation Order No. 11 Rev.) In 
addition, certain Regional Appellate 
Division officers have been authorized 
to determine the disposition to be 
made of any “offer in compromise” 
which, under certain circumstances, 
comes within the jurisdiction of the 
Appellate Division, and where the 
“offer in compromise” is based in 
whole or in part on doubt as to lia- 
bility. Such instances are limited to 
cases in which the unpaid amount of 
tax, including interest, penalty or any 
other addition to the tax, is $50,000 
or less. (Commissioner Delegation 
Order No. 75.) 

e@ When stock is borrowed to cover 
a “short sale,” an amount equal to 


any dividends paid during the period 
of loan must be paid by the “short 
seller” to the “lender.” However, the 
Commissioner has ruled that this js 
not a dividend, but a “sum of money 
measured by . . . the dividend with 
respect to the stock borrowed.” Thus, 
the lender is entitled neither to the 
dividend exclusion nor to the dividend 
credit. (Rev. Rul. 60-177.) 

e An addition to tax for under. 
payment of estimated tax will not be 
asserted against a corporation if its 
return for the prior year did not re- 
flect any taxable income. It will make 
no difference that the corporation 
expects to have taxable income for 
the current year or that it has already 
voluntarily made an installment pay- 
ment on its estimated tax for the year. 
(Rev. Rul. 60-200.) 

e A bonus based upon yearly prof- 
its of a corporation may not be pro- 
rated over the year, in order to exclude 
a portion of it under Section 105. 
Although that section would permit an 
employee to exclude a part of his an- 
nual salary paid under a “wage contin- 
uation plan” because of his absence 
from work on account of sickness or 
injury, the bonus does not qualify as 
wages under the plan. (Rev. Rul 
60-203.) 


COMMENTARY 


AUTHORITY TO SIGN 
EXTENSION REQUESTS 


Considerable confusion arose during 
the tax return filing season just ended 
because of an apparent misunderstand- 
ing between tax practitioners and the 
Internal Revenue Service concerning 
the authority of a tax practitioner to 
sign extension requests on behalf of 
individual taxpayers. 

Apparently, in past years District 


502 


Directors in the New York region 
have on occasion accepted requests 
for extensions of time for filing te 
turns, which were signed by tax prac- 
titioners holding Treasury Cards rather 
than by the taxpayers themselves. | 
now appears that acceptance of such 
requests was not in accordance with 
established I.R.S. policy. 
Regulations Section 1.608 1-1(b)(!) 
provides that an application for & 
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tension of time shall be properly signed 
by the taxpayer or “his duly authorized 
agent.” Regulations Section 1.6081-1 
(b)(4) provides that any person stand- 
ing in close personal or business re- 
lationship to the taxpayer may sign 
the request on his behalf if the tax- 
payer is unable to sign the request 
himself, by reason of illness, absence, 
or other good cause. In this case, the 
request should set forth the reasons 
for a signature other than the tax- 
payer's and the relationship existing 
between the taxpayer and the signer 
of the request. 

The source of the confusion is in 
the meaning of the terms “duly au- 
thorized agent,” and “close personal 
or business relationship.” 

Instructions for Form 2688, Appli- 
cation for Extension of Time to File 
U. S. Individual Income Tax Return, 
seem to have added to the confusion. 
These instructions state: “The applica- 
tion must be signed by the taxpayer or 
a duly authorized agent. If it is signed 
by a person with a duly authorized 
power of attorney, a statement to that 
effect should be made below. It will 
not be necessary to attach a copy of 
the power of attorney.” It can be seen 
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from this quoted material that it would 
not be entirely unreasonable to inter- 
pret this instruction to signify that a 
person might be a “duly authorized 
agent” without necessarily possessing 
a power of attorney. 

During the past tax return season, 
Treasury Card holders who signed ex- 
tension requests for taxpayers without 
indicating that they possessed powers 
of attorney found that these requests 
were rejected. In most cases, a per- 
fected request could be submitted 
within ten days of the rejection. 

Because of the widespread confusion 
in this area and a number of inquiries 
from members of the Society, a mem- 
ber of our Committee on Federal Tax- 
ation discussed the extension procedure 
informally with an official of the New 
York Regional Commissioner’s office. 
This official stated that it had never 
been the policy of the Internal Revenue 
Service to accept extension requests 
signed simply by a person who held a 
Treasury Card. The Service considers 
as a “duly authorized agent” only a 
person who holds a power of attorney 
from the taxpayer authorizing him to 
sign a request for an extension of time. 

Furthermore, this official pointed 
out that the Internal Revenue Service 
would not consider that every tax 
practitioner who held a Treasury Card 
stood in sufficiently close personal or 
business relationship to the taxpayer 
to be empowered to sign a request 
for an extension. He did state, 
however, that an extension request 
signed by a Treasury Card holder, 
which indicated that the signer had a 
close business relationship to the tax- 
payer, would normally be accepted. 
The official gave as an example of a 
close business relationship, the case of 
a CPA who served as the close per- 
sonal and financial adviser to a client, 
possibly keeping the taxpayer’s books 
or supervising them closly, and pre- 
paring all tax returns for the taxpayer. 
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The official did not feel that a CPA 
who simply prepared annual personal 
income tax returns for the taxpayer 
stood in sufficiently close personal or 
business relationship to be accepted 
as the signer of an extension request. 

In view of the experience gained 
during the past tax season, practi- 
tioners should plan in advance to ob- 
tain the necessary authorization to sign 
extension requests where extensions 
may reasonably be anticipated. To be 
on the safe side, a practitioner should 
secure from his client a power of at- 
torney to sign an extension request. 
Otherwise the burden of showing a 
close personal or business relationship 
is upon the practitioner, and this rela- 
tionship should be described in con- 
nection with the extension request. 

It should be noted that the discus- 
sion above relates solely to the accept- 
ability of the signature of a tax prac- 
titioner on a request for extension of 
time for filing an individual income 
tax return. By now readers should be 
thoroughly familiar with the fact that 
the Internal Revenue Service no longer 
will accept as a sufficient reason for 
an extension, the inability of a prac- 
titioner to prepare timely returns sim- 
ply because of the volume of work. 
The reasons for the extension must be 
those of the taxpayer, rather than the 
tax practitioner. In this respect, at 
least, the Internal Revenue Service’s 
position during the past year differed 
substantially from its earlier position. 


TIMING OF DISTRIBUTIONS BY 
SUBCHAPTER S CORPORATIONS 


The recently adopted regulations 
governing corporations subject to the 
provisions of Subchapter S contain a 
“tax trap” for the unwary in a rather 
common situation involving _fiscal- 
year corporations. 

The facts are relatively simple. Cor- 
poration X is a Subchapter S corpora- 
tion which files its returns on a March 


31 fiscal-year basis while its stockhold- 
ers are on the calendar-year basis, 
For the first year under the election, 
which closed on March 31, 1959, the 
corporation earned $30,000. There 
were no distributions to the stockhold- 
ers during the fiscal year. After the 
year-end audit had been completed, 
the stockholders withdrew the $30,000 
on June 15, 1959. For the fiscal year 
ended March 31, 1960, the corpora- 
tion earned $40,000. 

Under the regulations, the stock. 
holders are required to report $60,000 
as income for 1959, which includes 
the $30,000 corporate earnings for the 
taxable year ended March 31, 1959, 
plus the $30,000 distribution in June 
1959. Regulations Section 1.1375-4 
states that distributions from the cor- 
poration are deemed to first come out 
of current earnings; the excess of the 
distribution over current earnings then 





will come out of previously taxed in- | 


come. The distribution in June 1959 
of $30,000 is therefore deemed to be 
from the $40,000 earned in the fiscal 
year March 31, 1960, and not a dis 
tribution of the $30,000 earned for 
the year ended March 31, 1959. 
As an offset for 1960, the corporate 
earnings taxable to the stockholders 
for the fiscal year ended March 3], 
1960, is now reduced from $40,000 
to $10,000 as a result of the distri- 
bution of $30,000 in June 1959. Ii 
there are no further distributions in 
1960, only $10,000 is reportable a 
income by the stockholders in 1960. 
On the other hand, if the corporation 
distributed the $40,000 after March 
31, 1960, and the corporation for the 
fiscal year ending March 31, 1961 
earns an amount in excess of the 
$40,000 distribution made in 1960. 
the stockholders would be required t0 
report $50,000 as taxable income for 
1960. 
The importance of timing the dis 
tribution of earnings from a Subchap 
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ter S corporation is further demon- 
strated by the fact that if the corpo- 
ration had distributed the $30,000 
between January 1, 1959, and March 
31, 1959, the income taxable to the 
stockholders for 1959 would have only 
been $30,000. 


DESIGNATION OF BENEFICIARY 
OF CHARITABLE TRUSTS 

In recent years, taxpayers have de- 
veloped many different methods of 
making charitable contributions for 
the purpose of obtaining a charitable 
deduction to reduce current income 
taxes and, at the same time, for the 
purpose of reducing the subsequent 
estate tax liability. One such plan 
entails the creation of a trust, to a 
charity giving the income during the 
grantor’s life and, upon his death, be- 
queathing the principal of the trust to 
the grantor’s children. This creates 
a current charitable income tax deduc- 
tion based on the present value of the 
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life income to the charity. In addition, 
if we assume that the grantor does not 
retain a reversionary interest of 5 per- 
cent or more in the trust property and 
that the trust is not created in contem- 
plation of death, none of the trust 
property will be taxable in the gran- 
tor’s estate. In a trust such as this, to 
what extent can the grantor or a non- 
adverse trustee retain or be given the 
power to determine the charity to 
which the annual income shall be 
paid? 

Normally, the income of a trust is 
taxed to the grantor where he reserves 
the right, or a non-adverse party is 
given the right, to determine the dis- 
position of the income. However, an 
exception to this general rule is pro- 
vided with respect to charitable trusts 
in Section 674(b)(4). In such trusts, 
the grantor could reserve the right, 
Or a non-adverse trustee could be 
given the right, to determine the char- 
ity to which the annual income is pay- 
able (as long as such income must 
be used for charitable purposes), with- 
out the income of the trust being taxed 
to the grantor. However, if the grantor 
reserves such right, the trust property 
will be subject to estate tax under 
the provisions of Section 2036. 

On the other hand, it appears that 
the grantor could give a non-adverse 
trustee the power to designate the 
charity to which income shall be paid 
without having the trust property sub- 
ject to taxation in the grantor’s estate 
under the provisions of Section 2036. 
If a non-adverse trustee is given such 
power, the grantor should not retain 
the right to replace the trustee nor 
should he be able, under the terms of 
the trust agreement, to become the 
trustee by reason of the resignation or 
disqualification of the original trustee. 
It would also be necessary that no 
agreement or understanding (verbal or 
otherwise) exist whereby the trustee 
will follow the wishes of the grantor 
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in designating the charities which are 
to receive each year’s income and that, 
in fact, the trustee exercise his own 
judgment in determining the income 
recipient. 


OPERATING LOSS 
CARRYOVER PITFALI 


In order to limit the avoidance of 
tax through the acquisition of loss cor- 
porations, Congress added _ Section 
382(a) to the 1954 Code which dis- 
allows a net operating loss carryover 
to a corporation if there is a change in 
the ownership of 50 percent or more 
of the stock of the corporation during 
the taxable year and the preceding tax- 
able year, and if the corporation has 
not continued to carry on a_ trade 
or business substantially the same as 
it conducted before any change in the 
ownership of such stock. 

The application of this section of the 
Code can have some unexpected re- 
sults to the unwary taxpayer. Sup- 
pose an individual purchases 100 per- 
cent of the stock of a corporation 
which had no operating losses during 
the past three years; thus, no loss 
carryovers are available. The pur- 
chaser “changes the business” and, in 
the year of acquisition, the corporation 
sustains a net operating loss as a re- 
sult of a change in the economic pic- 
ture for the industry in which the cor- 
poration operates. Will the corpora- 
tion be entitled to carry over such loss 
to the next year and succeeding years? 

t would appear, based on a literal 
interpretation of Section 382(a), that 
such loss would not be available for 
carryover to the second and _ subse- 
quent years. This section states that 
if there is a 50 percent or more 
change in ownership of the stock at 
the end of a taxable year as compared 
to the stock owned at “(i) the begin- 
ning of such taxable year, or (ii) the 
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beginning of the prior taxable year 

* and such change in ownership 
is a result of a purchase or redemption 
and, in addition, the corporation has 
“changed its business,” then “. . . the 
net operating loss carryovers, if any, 
from prior taxable years of such cor- 
poration to such taxable year and sub- 
sequent taxable years” shall not be 
available to the corporation. (Empha- 
sis added. ) 

Thus, if a taxpayer acquires 100 
percent of the stock of a corporation 
by purchase in 1960, and operation for 
such year results in a loss, the cor- 
poration will not be entitled to carry- 
over the net operating loss trom 1960 
to 1961 or subsequent years, if the 
corporation “changes its business,” 
Since there is a change in ownership 
between the end of 1961 and the begin- 
ning of 1960, 1961 will be considered 
“such taxable year” for purposes of 
Section 382(a). 

It frequently happens that  subse- 
quent to a substantial change in stock 
ownership, the new stockholders wil 
discontinue an unprofitable operation 
of a corporation and sell the assets at 
a substantial loss, resulting in a net 





change in stock ownership. If this loss 
is available for carryback to prior tax- | 
able years, it would appear that Sec- 
tion 382(a) would not preclude such 
carryback since that section of the 
Code pertains only to carryovers. How- 
ever, if a net operating loss carryover 
still remains after the carryback to 
the three prior taxable years, it would 
appear that such unused net operating 
loss would never be available to the 
corporation as a carryover. 

It does not appear that Congres 
intended to disallow this loss carty- 
over. However, until the wording o! 
Section 382(a) is changed, this would 
seem to be the result. 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. 
$2.00. “Business Opportunities” 15¢ a word, minimum $3.00. 


“Situations Wanted” 10¢ a word, minimum 
Box number, when used, is two 


words. Closing date, 10th of month preceding date of Issue. 


ADDRESS FOR REPLIES: Fe number, The New York Certified Public Accountant, 355 Lexington 


Avenue, New York 17, N. 


HELP WANTED 
Senior or Semi-senior, with varied experi- 
ence by individual practitioner, good op- 
portunity for advancement, quality clients 
located Manhattan and New Jersey. Box 
2061. 
SITUATIONS WANTED 

CPA, tax experience, seeks per diem ar- 
rangement with accountants involving tax 
preparation or checking, research, etc. Box 
2048. 

CPA, lecturer in taxation, extensive tax 
experience in planning and research, former 


revenue agent and technical adviser, seeks 
per diem arrangement. Box 2050. 

Financial Reports, tax returns, etc., typed 
and checked expertly by qualified and 
highly experienced typist, electric, good 


Corona, MU 7-3890, FI 7-1312. 


Accountants’ Reports expertly typed, IBM, 
accuracy and quality guaranteed, low over- 
head equals low rates. Miss Claire, MU 
2-0326, evenings and weekends LE 4-8336. 


CPA, mature, 20 years experience, all 
phases of accounting, per diem arrange- 
ment. NE 4-0725, Box 2060. 


Accountant, with three years experience 
with large CPA firm seeks evening and 
weekend work, experienced write-ups to 
reports and tax returns. Box 2062. 


service. 


CPA, part-time, experienced punched tape 
and tabulating services. OX 5-6893, Box 
2063. 


Assistant Controller, office manager, CPA, 
shirt sleeve executive, mature, reliable, 
many years experience, seeks responsible 
position, private industry, salary open. Box 
2064. 

Expert Statistical Typing, accountants’ re- 
Ports, prompt service, evenings IL 9-5869. 
Remington Rand, assistant bookkeeper, 
office detail, highly experienced, reliable, 
Part-time, two day week, or one week 
month. Box 2068. 
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Man, age 42, married, college background, 
presently employed, desires part-time em- 
ployment midweek, with concern offering 
possibility of future full time. familiar with 
ledger, payroll and inventory control. Box 
2072. 


BUSINESS OPPORTUNITIES 

Mail and Telephone Service, desk provided 
for interviewing, $7.00 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 

Practice Wanted, substantial terms, know- 
how offered overburdened or retiring prac- 
tioner, CPA, N. Y., N. J., AICPA, IE, 
MBA. Box 2051. 


Well Equipped CPA Firm, will purchase all 
or part of the practice of overburdened or 
retiring accountants, substantial cash or 
attractive retirement arrangements will be 
offered. Box 2052. 


We Act As Your Secretary, mail, telephone 
service, $5.00 per month, mail and messages 
forwarded, private desks and offices avail- 
able, convenient to all transportation. 


Abbott Service, 147 W. 42nd St., Cor. 
Broadway. 
CPA, 16 years accounting experience, very 


heavy tax background, desires purchase or 
individual 


manage practice or accounts, 
consider any equitable arrangement. Box 
2049. 


CPA, 33, 12 years experience, wishes to 
purchase partnership interest in N. Y. area, 
substantial funds available. Box 2053. 
CPA, reputable, experienced, central New 
York interested expanding in tax and estate 
planning areas, desires association firms 
central and upstate New York mutual basis, 
not interested in buying, selling or merging. 
Box 2054. 


Wanted, office space, midtown area, two 


private offices, share service, CPA firm. 
Box 2055. 
CPA, 33, 11 years experience, $4,000 prac- 


tice, desires purchase or manage practice 
or individual accounts. Box 2056. 
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Desk Space in dignified CPA suite, Grand 
Central area. secretarial service. Raul, MU 
2-7168. 

CPA, over 35M gross, seeks partner or part- 
ners with similar practice, combination to 
afford mutual growth and protection. Box 
20057. 

CPA, 39, heavy experience, desires purchase 
practice or individual accounts from retiring 
or overburdened practitioner. consider any 
equitable arrangement. Box 2058. 

CPA Firm, well established, aggressive, am- 
bitious, will purchase all or part of practice 
to $15,000 from overburdened or retiring 
practitioner on terms to include retirement 
arrangements, if desired, substantial cash 
available. Box 2059. 

Broadway at City Hall, light furnished room 
also desk space in attorney’s suite. CO 
7-7777. 

CPA, N. Y. and N. J., MBA, AICPA, 
NYSSCPA, age 41, practice grosses $20,000, 
can arrange 65% free time, desires to pur- 
chase practice or accounts, will consider 
partnership, merger, or association, substan- 
tial cash available. Box 2065. 

CPA, has space in midtown office, air-con- 
ditioned, beautiful decor, object sharing staff 


facilities and other mutual benefits leadip 
to possible merger. Box 2066. : 
Office Space, needed by practitioner pn 
Columbus Circle, about 400 square feet, 
interested in sharing facilities with othe 
accountant. Box 2067. 

Reliable and Dependable, mail, telephone 
service with a distinctively personal touch, 
New York Mail Service, 210 Fifth Avenue} 
MUrray Hill 3-9221. ' 
CPA, young, gross income $26,000.00, seeks 
association with practitioner to share junior 
accountant and office expenses with view 
toward ultimate merger of practices. Boy 
2069. 

CPA, with attractive air-conditioned mit 
town office will rent private office in suite, 
WI 7-2345, 24 West 40th Street, Room 90§, 
CPA, with established practice, seeks pr 
vate office and share staff room and recep 
tion room with firm leading to possible 
future partnership. Box 2070. 

Private Office, or two desk spaces available, 
new law suite, midtown area, air-condé 
tioned, library. OXford 7-6068. 

CPA, 42, New York State Society member, 
extensive experience, seeks purchase of part 
nership interest or small practice. Box 2071 











270 MADISON AVENUE, NEW YORK 16 8 


$150 WEEKLY BENEFIT 


¢ Now available under N. Y. State Society of CPAs’ Accident and 
Sickness Insurance Plan to members under age 60. 


e Provides income at $7,800 yearly for 5 years in case of Accident 
and for 2 years in case of Sickness. 


Send for brochure and application form. 


HERBERT L. JAMISON & Co. 


Brokers for Society’s Group Accident & Health Insurance Plan 


MUrray Hill 9-1104 
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HOW TO MEET TODAY'S 
NEW FINANCIAL 
REQUIREMENTS THROUGH 


MODERN FACTORING 


Reprinted trom 
THE JOURNAL OF ACCOUNTANCY 


(®) 


#8 service of 
Commercial Factors Corporation 








the 
BUSINESS 
GROWTH 
PLAN 


Not long ago a special analysis ap- 
peared in the Journal of Accountancy 
which created considerable interest. 
Its title was “How to Meet Today’s 
New Financial Requirements Through 
Modern Factoring.” Its subject is 
especially applicable today as busi- 
nessmen prepare financially for the 
uncertainties in the money market. 


Because of the great number of re- 
quests we have received for copies of 
the analysis, we recently reprinted it 
in booklet form. We are pleased to 
make it available without cost or obli- 
gation to members of the accounting 
profession. 


In addition, we invite you to write 
for copies of “The Business Growth 
Plan,” a 16-page booklet designed for 
distribution to your clients. It de- 
scribes in nontechnical language 
how factoring, a specialized form of 
commercial financing, provides five 
major requirements for sound and 
profitable business growth. 


For free copies, please address your request, specifying the publi- 
cation and the quantity desired, to Mr. Walter M. Kelly, President. 


In addition to old-line factoring, described in detail in the above two 
booklets, Commercial Factors Corporation offers a wide range of 
credit and financial services, including nonnotification factoring and 
accounts receivable financing. We also assist many of our clients by 
advancing funds, on a secured or unsecured basis, to support inven- 
tory, for machinery purchases, plant expansion programs, mergers, 


acquisitions, etc. 


We would be pleased to discuss these services with you in detail when 


the occasions arise. 


Commercial Factors Corporation 
One Park Ave., N. Y. 16, N. Y. » MU 3-1200 








“There is something 
that is much more 
scarce, something 


It is the ability te 
recognize ability.” 


FRRoBEeRT Flac 


PERSONNEL AGENCIE 
130 WEST 42 STREET, NEW YORK 36, Ni] 


LOngacre 4-383 


The largest agency in the U.S. 
specializing exclusively in 
accounting and related personnel. 


controllers 
treasurers 
internal accountants 
cost/budget men 
systems men 
tax men 
internal auditors 
office managers 
bookkeepers 

and, of course 
public accountants 
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